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in the administration of the income sad progts tax provisions of the Revenue Acts. The rulings 
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tary ol the Treasury. Each ruling embodies the administrative application of the law and Treasury 

Decisions to the entire state of facts upon which a particular case arises. It is especially to be 
noted tltst the same result will not necessarily be reached in another csee unless all the materisl 

facts are ideatical with those of the reported case. As it is not always feasible to publish a com- 

plete statement of thc facts underlying each ruling, there can be no assurance that any new casa 

is identical with the reported case. As bearing out this distinctioa, it may be observed that the 

rulings published from time to time may appear to reverse raliags previously pubhshed. 

Olgcers of the Bureau of Internal Revenue are especially caatioaed against reaching a coa- 

clusion in sny case merely oa the basis of similarity to a published Iacome Tax Ruling, aad should 

base their judgment oa the application of all pertinent provisions of the law and Treasury Deci- 

sions to all of the lactsin each case. The Income Tax Rulings should be used merely as sids 

ia studying the last and the Treasury Decisions. 
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INTRODUCTION. 

Special attention is directed to the statement on the front cover. 
The Cumulative Bulletin, December, 1919, contains Treasury De- 

cisiors and rulings of general interest relating to income and profits 
taxes issued between April 1, 1919, and December 81, 1919. These 
include Treasury Decisions, Solicitor's Law Opinions. Solicitor's 
Memoranda, Advisory Tax Board Recommendations and Memo- 
randa, Recommendations and Memoranda of the Committee on Ap- 
peals and Review, and office decisions. 

The following abbreviations are used: 
T. D. =Treasury Decision. 
O. =Solicitor's Law Opinion. 
S. = Solicitor's Memorandum. 
T. B. R. =Advisory Tax Board Recommendation. 
T. B. M. =Advisory Tax Boarcl Memorandum. 
A. R. R. =Committee on Appeals and Review Recommendation. 
A. R. M. =Committee on Appeals and Review Memorandum. 
O. D. =Office Decision. 
A, B, C, etc. =Represent the names of individuals. 
M, N, X, Y, Z, etc. =Represent the names of corporations, places, or basi- 

nesses, according to context. 
x is used to represent a certain number, 
x dollars or $x is used to represent a sum of money. x preceded by a 

number (15x) represents an amount equal to the amount represented by 
x multiplied by the number preceding x. 

The Cumulative Bulletin is to be used supplementary to Regula- 
tions 45. Thus, if a question arose in regard to depreciation of in- 
tangible property, the first step would be to look in the index of 
Regulations 45, which gives article 168. Under this article the sub- 
ject "depreciation of intangible property" is treated, but if further 
research is desired, the investigator finds the number of the section 
of the 1918 law (ordinarily at the top of the page of the regulations; 
in this case $214) covering this subject. In the Cumulati~ e Bulletin 
he will find the ruling under the same section number. 

References to section and. article numbers are to sections of the 
Revenue Act of 1918, and to Articles of Regulations 45 (final edi- 
tion), unless otherwise stated. 

Rulings are arranged in the numerical order of the sections of the 
Revenue Act of 1918 to which they relate. To assist taxpayers in 
locating rulings on the subjects covered by the various secti~&ns the 
following brief outline of the arrangement of the Revenue Act of 
1918 is given: 
Section 1 General definitions. 
Sections 200 to 261 Income tax. 
Sections 300 to 387 Excess profits and war profits tax. 
Sections 1300 to 1408 General administrative and miscellaneous. 
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Iv INTRODUU1i os. 

The sections relatinp to income tax are as follows: 
General provigtong- 

Section 200. Income tax definitions. 
201. Dividends. 
202. Basis for determining gain or loss. 
203. Inventories. 
204. Net losses. 
205. Fiscal year with difFerent 'rates. 
906. Parts of income subject to rates for different 

years. 

Ind'ivt'dual' and corporations. 

Number of sections applicable to— 

Subject of section. 
Individ- 

uals. 

Psrtner- 
ships and 
personal 
service 

corpora- 
tions. 

Estates 
arid 

tru vts- 
adu- 

cisries. 

Nonres- Domestic 
ident corpors- 
sliens. tions. 

Foreign 
corpora. 

tions. 

Special sections . . 
Normal tax. 
Surtax . 
Net income. 

Gross income. 
Deductions. 
Items not deductible 

Credits snowed against net income. 

Credit for taxes. . . 
Returns. 
Returns where accounting period changed. 
Time snd place for filing returns. . . . . . . . 
Understatement in returns. . . . . . . . . . . . . . . 
Payment of tax at source. . . . . . . . . . . . . . . . 

220 

210 
211 

226 

213 

214 

215 

221 (d) 
222 

223 

226 

227 

228 

221 

218 

212 
226 

213 
214 

218 (d) 
215 

21S 

221 (d) 
222 
224 

226 

227 

228 

221 

219 

210 
211 
212 
226 

213 
214 

219(b)(c) 
215 
216 
219 
226 

221 (d) 
222 

} 225 

226 

227 

228 

221 

217 

210 
211 

213 (c) 
214 
217 
215 
216 
217 
226 

221 (d) 

226 

227 

228 

221 

2TO 

} 
za 

) 234 

235 

226 

239 

) 281 

230 

232 
226 

233 (b) 
234 

235 

226 
289 
236 

289 

226 
227 
241 
228 

8 ATNntdtrattve prov888ong'— 
Section950. Payment of taxes. 

251. Receipts for taxes. 
252. Refunds. 
258. Penalties, specifi. 
254. Returns of payments of dividends. 
255. Returns of brokers. 
256. Information at the source. 
257. Returns to be public records. 
258, Publication of statistics. 
259. Collection of foreign items. 
960. Citizens of United States possessions. 
961. Porto Rico and Philippine Islands. 
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INCOME TAX RULINGS. 

Title I. — GENERAL DEFINITIONS. 

Section 1. — GENERAL DEFINITIONS. 

Section 1, Article 1508: Association 18 — 19 — 414. 
0. D. 286. 

An organization, not incorporated, and not having any agreement 
with its members whereby a partnership exists, and whose members 

contribute amounts to further the operations in locating mines, is an 

association and should file an income tax return under the Revenue 

Act of 1918. 

Section 1, Article 1504: Association distinguished from 
trust. 

(Also Section 219, Article 341. ) 
(Also Section 230, Article 503. ) 

10-19-851. 
&. 1068. 

Cgnsideration of the taxable status of trusts, for purposes both of 
the normal income tax, the excess prolits tax, the capital-stock 
tax, and the stamp tax. (Act of Oct. 8, 1913, G (a); Revenue Act of 
1910, secs. 10, 407; Revenue Act of 1917, secs. 200, 201, 807; Revenue 
Act of 1918, secs. 1, 219, 280, 801, 1000, 1107. ) 

The V Trust, W Trust Estate, X Trust, Y Trust, and Z Trust 
were organized under a declaration of trust. The general plan in 

each case was to transfer property to trustees for a specified period 
during which they had power to manage the property in the inter- 

est of the owners, whose rights were evidenced by certificates issued 

by the trustees. During the trust period the trustees might dis- 

tribute such of the income as they saw fit, and at the end of the 

P 
eriod they were to divide the property among the persons entitled. 
hese are tbe general features in each case. 
There are, liowever, important difFerences in the constitution of 

the above trusts by reason of which they fall into two classes. 

V TRUST AND W TRUST ESTATE. 

In these cases the trustees were appointed for definite periods; 
and the declaration of trust provides that the beneficiaries (termed 
"shareholders" ) shall hold annual meetings for the election of new 

5 
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trustees to fill the vacancies thus occurring. In this way the bene 
ficiaries reserved to themselves control over the persons delegated ~ 
conduct their affairs; a voice in the business. A trust of tliis charac- 
ter is held to have the following taxable characteristics: 

(1) Normal income tax. — Where the beneficiaries thus reserve a 
voice in the management of' the afFairs of. the trust, it is held to con- 
stitute an "association, " taxable as such under the provisions relat- 
ing to the normal tax upon income in the various statutes. (Act of 
Oct. 8, 1918, 6(a); Revenue Act of 1916, sec. 10; Revenue Act of 
1918, secs. 1, 280. ) 

(2) Excess profi', ts tax. — For the same reason these two trusts are, 
as "associations, " subject to the excess profits tax imposed by the 
Revenue Act of 1917 and the Revenue Act of 1918. (Revenue Act of 
1917 secs. 200, 201; Revenue Act of 1918, secs. 1, 801. ) 

(8) Capital Stoep Tax. (See S. 1084. ) These trusts are subject 
to capital stock tax under Revenue Act of 1916 and Revenue Act of 
1918. Elliott v. Freeman, 220 U. S. 178, does not apply because of 
change in statute. 

(4) Stamp taa. — This is imposed upon certificates issued by 
"associations"; and the certificates are consequently subject to tax 
both under the Revenue Act of 1917 and the Revenue Act of 1918. 
(Revenue Act of 1917, sec. 807, Sch. A, par. 8; Revenue Act of 1918, 
sec. 1; sec. 1107, Sch. A, par. 8. ) The intention to include all or- 
ganizations, whether incorporated or not, is emphasized by the de- 
scription of the certificates in the Act of 1918, so as to include cer- 
tiflcates "of profits, or of interest in property or accumulations. " 

X. INVEsTMENT TRUsT) Y CREDIT TRUsT, AND Z. CREDIT TRUsT. 

In these cases the trustees originally appointed were to hold ofilce 
during the entire period of the trust, the right of the shareholders 
being limited to filling vacancies caused by death, resignation, or 
disability. In cases of this character the beneficiaries do not retain 
any substantial control over the a8airs of the trust. They delegate 
their proprietary functions to others; and any further control on their 
part depends upon contingencies. Such cases come within the decision 
of the Supreme Court in Crocker v. Malley (Mar. 17, 1919). Such 
trusts are not " associations, " or taxable as such. The result is indicated 
below. As none of these trusts were formed prior to the year 1918, it 
will be necessary to state the rules only with reference to the Revenue 
Act of 1918. 

(1) Normal income tax. — These trusts are not taxable under the 
provisions of section 280 of the Revenue Act of 1918, but under sec- 
tion 219, relating to "trusts. " Under section 219, however, the entire 
net income received by the trustees is taxable to them, and the tax 
should be paid by them, whether or not any part of the income is dis- 
tributed to the shareholders. (See Regulations 45, art. 842. ) 

(2) Excess propts tax. — As these trusts are not taxable as "associa 
tions, " they are not subject, to the excess profits tax. (Revenue Act 
of 1918, secs. 1, 801. ) 

(8) Capital stoep tax. — For the same reason the trusts are not 
subject to the capital-stock tax. (Revenue Act of 1918, secs. 1, 1000. ) 
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(4) 8tump tax. — For the same reason the certificates issued by the 
trustees are not subject to stamp tax. (Revenue Act of 1918, sec. 
1107, Sch. A. par. 8. ) 

Section 1, Article 1504: Association distinguished *om 
trust. 

27-19 — 600. 
S. 1205. 

IscoMs Tax — SzerzoN II, P~osara G (~), acr or OcTosss 3, 1913. 

The M Company is not an association and consequently is not sub- 
ject to income tax under the provisions of Section II, paragraph G (a), 
act of October 3, 1913. 

Section II, paragraph G (a), act of October 8, 1918, provides in 
part as follows: 

That the normal tax hereinbefore imposed upon individuals likewise shall be 
levied, assessed, and paid annually upon the entire net income arising or ac- 
cruing from all sources during the preceding calendar year to every corpora- 
tion, joint-stock company, or association, and every insurance company, 
organized in the United States, no matter how created or organized, not in- 
cluding partnerships, but if organized, authorized, or existing under the laws 
of any foreign country, then upon the amount of net income accruing from 
business transacted and capital invested within the United States during such 
year. 

The M Company is a trust created by an agreement between the X 
Company and certain trustees. Under this agreement shares of 
stock in various companies were transferred to the trustees for 
the period of the lives of certain persons named therein and twenty 
years after the death of the survivor. The trustees, in accordance 
with this agreement, issued certificates of beneflcial interest, each 
certificate stating the number of shares to which the person named 
therein was entitled, and each original beneficiary being entitled to 
receive a number of shares of the trust equal to the number of 
shares of stock in the 0 Company registered in his name. It was 
provided in the trust agreement that the trustees should be self-per- 
petuating, should have complete and absolute control of the prop- 
erty, including the power of sale and reinvestment of the proceeds. 
The rights of the certificate holders were expressly limited to receiv- 
ing such distributions of net income or proceeds of the property as 
the trustees might declare. It was also provided that the trustees 
should in no event have recourse to the certificate holders in the 
payment of any expenses for any liability incurred by the trustees 
and that upon the expiration of the trust, the trustees should dis- 
tribute ratably among the certificate holders all money remaining 
in their hands, and convey and transfer all property other than 
money to the N Company. The certificates were without par value 
and were in terms assignable on the books of the trustees by transfer 
in writing by the holder and surrender of the certificates. 

The question as to whether a trust of this nature is taxable as an 
association, under the several acts enumerated. depends upon the 
extent of the powers reserved to the holders of the certificates of 
bene6cial interest to regulate the management of the affairs of the 
trust. Where the beneficiaries do not retain any substantial control 
over the affairs of the trust, it is held not to be an association or tax- 
able as such. In the instant case the certificate holders have no con- 
trol whatsoever over the affairs of the trust. 
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The contention that the trustees are themselves an associatio»s 
answered by Mr. Justice Holmes in his opinion in the case of Croc&er 
e. Malley, 249 U. S. 228, where, at page 234, he says in part as follows: 

The trustees by themselves can not be a joint-stock association 
within the meaning of the act unless all trustees with discretionary powers are 
such, and the special provision for trustees in D is to be mad'e meaningless. 

It is therefore held that the M Company is not an association and 
consequently is not subject to income tax under the provisions of 
Section II, paragraph G (a), act of October 8, 1918. 

Section 1, Article 1505: Limited partnership as part- 20 — 19-501. 
nership. S. 1160. 

Income tae: 1ict of October S, 1916, and act of September 8, 1916. 

A. limited partnership organized under the laws of Mississippi (secs. 5467- 
5484, Henningway's Ann. Miss. Code (1917) ) is not taxable as an associa- 
tion on its income under the act of October 8, 1918, nor under the act of 
September 8, 1916. 

The question has been a'sked as to whether the M Company is tax- 
able as an association or as a partnership for the years 1915, 1916, 
and 1917. 

Section II G (a) of the act of October 8, 1918, provides in part: 
That the normal, tax hereinbefore imposed upon individuals likewise shall be 

levied, assessed, and paid annually upon the entire net income arising or accru- 
ing from all sources during the preceding calendar year to every corporation, 
joint-stock company, or association ' ' ' not including partnerships. 

Section 10 of the Revenue Act of 1916 provides in part: 
That there shall be levied, assessed, collected, and paid annually upon the 

total net income arising in the preceding calendar year from all sources by 
every corporation, joint-stock company, or association, * ~ * but not includ- 
Ing partnerships, a tax of 2 per centum upon such income; 

It appears that A, B, and C organized as a limited partnership under 
the laws of Mississippi, A. and B being listed as general partners and 
C as a special partner, for a business to be carried on in the name of 
the "M Company. " The question now is whether this limited part- 
nership is of the type authorized by the statutes of Pennsylvania and ' 

to be classified as a corporation, or of the type authorized by the 
statutes of New York and to be treated as an ordinary common-law 
partnership for the years 1915, 1916, and 1917, the limited partner- 
ship not having been formally dissolved in accordance with the stat- 
ute until 1917. 

Partnerships authorized by the statutes of Pennsylvania and a 
few other States ofFer opportunity for limiting the liability of all of 
the members, provide for the transferability of shares, with the power of suinq and being sued in the common name and are properly classi- 
Qed as joint-stock associations (Law Opinion 500; see also art. 1506, Reg. 45. ) On the other hand, limited partnerships authorized by the statutes of New York and many other States do not afFord limited liability to the general partners, although the special partners 
enjoy limited liability under certain conditions. Such partnerships' 
do not sue in the partnership name and are generally so like ordinary 
common-law partnerships that they should be treated as su&4. (Ilaw 
Opinion 500; see also Reg. 45, art. 1505. ) 
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An examination of the laws of Mississippi (Hemingway's Ann. 
Miss. Code (1917), secs. 5467 — 5484) shows that they are similar to 
the New York laws and that general partners are not afiorded a lim- 
ited liability although special partners do enjoy limited liability un- 
der certain conditions; that limited partnerships in Mississippi do not 
sue in the partnership name and are in general so like common-law 
partnerships that they should be treated as such. 

It is therefore held that a limited partnership organized under the 
laws of Mississippi (secs. 5467 — 5484, Henningway's Ann. Miss. Code 
(1917) ) is not taxable as an associa, tion on its income under the act 
of October 8, 1918, nor under the act of September 8, 1916. 

Section 1, Article 1506: Limited partnership as corpo- 97 — 19 — 601. 
ration. T. D. 2948. 

Article 1506 of Regulations 45 is hereby amended to read as fol- 
lows: 

Aar. 150B. Livnited partnership as corporation. — On the other hand, limited 
partnerships of the type of partnerships with limited liability or partnership 
associations authorized by the statutes of Pennsylvania and of a few other 
States are only nominally partnerships. Such so-cal!ed limited partnerships, 
offering opportunity I' or limiting the liability of all the members, providing for 
the transferability of !partnership shares, and capable of holding real estate 
and bringing suit in the common name, are more truly corporations than part- 
nerships and must make returns of income and pay the tax as corporations. 
The income received by the members nut of the earnings of such limited part- 
nerships will be treated in their personal returns in the same manner as dis- 
tributions on the stock of corporations. In sl! doubtful eases limited partner- 
ships will be treated as corporations unless they submit satisfactory proof that 
they are not in effect so organized. A Michigan partnership association is a 
corporation. Such a corporation may or may not be a personal-service cor- 

poration. Sse sections 200 and 218 of the statute and articles 1528 — 1582. 

Section 1, Article 1506: Limited partnership as corpo- 99 — 19-691. 
ration. 0. D. 884. 

Virginia partnership associations or limited partnerships formed 
under sections 9878 to '2886, inc]usive, of the Virginia code of 1904, 
are to be treated as corporations or joint-stock companies for income 
tax purposes. 

The status of Virginia limited partnerships formed under the act 
of March 14, 1918 (acts of Assembly of Virginia, 1918), must be 

determined in each case by consideration of the certificate of partner- 

ship and all pertinent facts. 

Section 1, Article 1507; Joint ownership and joint ad- 2 — 19 — 189. 
venture. O. D. 96. 

Participation of two United States corporations in a joint enter- 

prise does not constitute them partners, and they are taxable under 

the Revenue Act of 1918 as corporations on their respective shares of 
the profits in the same way and to the same extent as on any other 

income acruing to them. 
The same rule would apply in the case of a joint venture entered 

into by agreement between a United States corporation and an indi- 

vidual. 



10 IKCOME TAX RULINGS. 

Section 1, Article 1510: Government contract. 
91-19&19 

() 916A. 

INTEBPBETETIoN oF THE TEBM " GovEBNMENT CoNTB!IOT, " Es UBED IN THE Ao1' 

1. The term "Government contract, " as used in the act, is sufficiently 
broad to include oral or written contracts and those relating to sales of 
standard goods and services at open-market prices as well as those of a 
special nature. 

2. Sales of goods, from existing stocks where delivery is immediate, 
are not, however, within the purview of the act. 

The question arises as to whether the term " Government contract, " 
as used in the act of February 94, 1919, is intended to include the 
filling of an order at open-market rates for standard goods and serv- 
ices if such contract is made with the Government, or for its bene- 
fit, between April 6, 1917, and November 11, 1918. 

Section 1 of the act of February 94, 1919, provides in respect to 
the term " Government contract, " when used in the act: 

The term "Government contract" means (a) a contract made with the 
United States, or with s. ny department, bureau, officer, commission, board, or 
agency, under the 'United States and acting in its behalf or with any agency 
controlled by any of the above if the contract is for the benefit of the United 
States, or (b) a subcontract made with a contractor performing such a con- 
tract if the products or services to be furnished under the subcontract are for 
the benefit of the United States. The term "Government contract or contracts 
made between April 6, 1917, and November 11, 1918, both dates in'elusive, " 
when applied to a contract of the kind referred to in clause (a) of this para- 
graph, includes all such contracts, Which, although entered into during such 
period, were originally not enforceable, but which have been or may become 
enforceable by reason of subsequent validation in pursuance of law. 

The term occurs in numerous instances throughout the act. (Secs. 
%0, 940, 801 second bracket (c), 811 (ot), M7, 1808. ) By these pro- 
visions it is apparent that the purpose of the act is to tax to the 
fullest extent corporations deriving a large percentage of their 
profits from dealing with the Government. 

While the word ' contract" is a legal term, its use is not such an 
exclusive one as to bring it within the class of technical terms which 
are ordinarily construed so that they are given their strictly technical 
import. As it is a term in popular use, it is proper to construe it 
under the familiar rule that words in a statute are to be construed in 
their ordinary and usual meaning. (86 Cyc. 1114. ) Reference to 
various definitions discloses the fact that the word " contract, " while 
it does not wholly exclude the idea of a present completed transac- 
tion, ordinarily imparts the idea of an executory rather than an 
executed agreement. (Bouvier's Law Dictionary, " Words and 
Phrases. ") 

In the Dartmouth College case (4 Wheat. , 518, 656), a contract is 
defined as: 

A transaction between two or more persons, in which each party comes under 
an obligation to the other, and each reciprocally acquires a right to whatever is 
promised bv the other. 

The ideas of obligation and the acquisition of a right necessarily 
involve something to be done in the future. So, too, the words 
"promise" and "engage, " common in various definitions, imply 
futurity. 
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Section 1, Article 1510: Government contract 12-19-894. 
O. D. 224. 

A contract entered into May 1 1918, with the Director General of 
Railroads, for certain cars for the account, use, and benefit of. the 
various railroad companies under Federal control is not a Govern- 
ment contract within the meaning of sections 1 and 1408 of the 
Revenue Act of 1918, for the reason that the cars are not for the use 
of or for the account of the United States. 

An executed contract, such as a sale where the goods are immedi- 
ately appropriated to the contract and delivered, while technically a 
contract, is not therefore such a transaction as is ordinarily referred 
to as a contract, either in common parlance or in the language of 
the courts. 

In so far, then, as sales of goods from existing stocks at market 
prices involve deliveries within such a reasonably short time as may' 
be said to be immediate they do not constitute Government contracts 
within the meaning of the act. 

No general exception can be made, however, in favor of orders, 
whether oral or written, at market prices on standard goods. Where 
the letter of a statute is departed from, it is in cases where an 
adherence to the exact phraseology of the act would lead to injustice, 
result in absurdity, or create a result obviously unintended. 

Holy Trinity Church v. United States, 148 U. S. , 457. 
Lau Ow Bew v. United States, 144 U. S. , 47. 
Hawaii v. Mankichi, 190 U. S. , 197. 
Taylor v. United States, 207 U. S. , 125. 
American Security Co. v. District of Columbia, 224 U. S. , 491. 

No such situation is presented by the question here involved. No 
mere failure to provide for contingencies which it may seem wise to 
have specifically provided for justifies any addition to a statute by 
way of interpretation. (United States v. Goldenberg, 168 U. S. , 95. ) 
Nor can an exception be read into a statute where omitted by the 
legislative body. (United States v Trans-Missouri Freight Assn. , 
166 U. S. , 290. ) If goods are sold (not for immediate delivery) between the dates 
specified in the act to or for the use of the Government, there appears 
to be no ground for holding that such sales are not Government con- 
tracts within the meaning of the statute, even though the orders are 
for standard goods and are filled at market prices. Whether or not 
the terms are evidenced by writing is immaterial. Where the profits 
derived from these sales constitute 50 per cent of the business of the 
taxpayer, or as provided in section 801 (b) (c), where such profits 
exceed $10, 000 for the taxable year, the special treatment provided 
for income from Government contracts will apply to such sales. 

It is held therefore that no interpretation of the language of the 
statute is warranted by which a general distinction may be drawn 
between orders filled at market prices on standard goods and services 
and special Government contracts, but that transactions which 
involve sales of goods from existing stocks at market prices where 
delivery is immediate, are not "Government contracts" within the 
meaning of the law. 
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Section 1, Article 1510: Government contract 17-19-468. 
0 D, 961. 

Contracts entered into between a taxpayer and the Knights of 
Columbus or the Young Men's Christian Association are not consid- 

ered Government contracts within the meaning of section 1 of the 
Revenue Act of 1918. However, contracts with the American Red 

Cross are considered Government contracts within the meanmg of 
that section. 

Section 1, Article 1510: Government contract. 94-19-557. 
(Also Section 301, Article 714. ) 0. D. 995. 

A Government contract entered into in 1917, amended as to some 

of its provisions in 1918, and further modified in 1919, is in efFect 

the same contract as entered into in 1917 if the original contract has 
not been revoked or supplanted by a new contract. Therefore income 
derived from the contract would be subject to the provisions of sub- 

division (c) of section 301. 



Title II. — INCOME TAX. 

Part I. — General Provisions. 

Section 200. — DEFINITIONS. 

Section 200, Article 1528: Personal service corporation 1-19-185. 
T. B. M. 9. 

A claim for assessment as a personal service corporation should be 
denied where the income of the corporation is derived entirely as a 
result of the ownership of certain property (such as patents) and is 
in no sense derived from the personal activities of any of the stock- 
holders. 

Section 200, Article 1528: Personal service corporation. 29 — 19-622. 
A. R. R. 7. 

Ruling under Reoentte Act of 1917. 

A freight-forwardin business which advances various costs of car- 
riage is not to be classed as a corporation with nominal capital under 
the provisions of' section 209, revenue act of' 1917. 

The M Company has appealed from the ruling of the income-tax 
unit that its business does not fall within the scope of section 209 of 
the revenue act of 1917. 

This corporation is engaged in the business of forwarding freight. 
It maintains branch oflices in addition to the home once. On January 
1, 1917, the capital stock was 5x dollars and the surplus x dollars. 
Corrected taxable income for 1917 was 8x dollars. The balance 
sheets show the following amounts as to accounts receivable and ac- 
counts payable: 

Dec. 31, 1916. Dec. 31, 1911 

Accounts recelvsble . 
~ Accounts parable. . 

6x dollars. . . 19x doHsrs. 
4x dollsrs . . 2tx dollars, 

Invoices forwarded with the correspondence of the corporation 
show that the income is from other sources than commissions. These 
also indicate that the corporation customarily advances the neces- 
sary costs of transportation for the individuals and concerns with 
whom business is done. 

It ~ould seem that the income of this corporation is largely de- 
rived from the employment of capital. It is probable that the ad- 

102022' — 22 1$ 
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vancjng of costs of transportation is a necessary part of the b»in 
Th~~~ advances appear to be regularly and customarily made. 
letter discloses that the volume of business done during 191 g 

t d 244 dollars fzom which there was derived a gross i 
es 

this business is not an incidental or minor factor but that the 
earnings may be attributed largely to the employment of capital. 

Accordingly, the ruling that this corporation is not to be classed 
as a corporation with nominal capital within the provisions of sec- 
tion 209 of the Revenue Act of 1917, is sustained. 

Section 200, Article 1524; Personal service corporation: 1-19-4. 
certain corporations excluded. O. D. 1. 
Section 200 of the Revenue Act of 1918 excludes from personal- 

service classification a corporation 50 per cent or more of whose gross 
income consists of gains, profits, or income derived from trading as 
a principal. It does not necessarily follow, however, that if 50 per 
cent or more of the gross income was derived from the personal- 
service phase of the business, that the corporation may claim per- 
sonal service classification. 

Section 200, Article 1525: Personal services rendered by 19 — 19 — 492. 
pe'rsonal service corporation. T. B. R. 58. 

(Also Section 327, Article 901. ) 

Ruling under Revenue Act of 1917. 

The M Company appealed to the Advisory Tax Board to be taxed 
' 

under section 209 of the act of October 3, 1917. and as a personal 
service corporation under the Revenue Act of 1918. 

The facts appear to be as follows: 
The M Company is a corporation engaged in the business of retail- 

ing, and the return under consideration is for the fiscal year ended 
June 30, 1918. The stock of this corporation is owned by two stock- 
holders who are activelp engaged in the business and are the princi- 
pal salesmen. There is but one other salesman employed by the 
corporation, and he works on a commission basis, The claim filed 
by this corporation sets forth the fact that the employment of capital 
is unnecessary in the business, except in paying for merchandise con- 
;igned to claimant by the factory and for the payment of the freight 
charges assessed thereon. The claim also shows how the direct use 
of the capital of the corporation can be avoided by having the pur- 
chaser make the customary deposit when placing his'order and the 
funds thus secured would enable the corporation to transact busi- 
ness without the use of its own capital, no stock being carried other 
than that passing through the shop for test before delivery. The 
statements made by the corporation show that capital is necessary 
in the conduct of the business. The nature of the business is also 
well known and the statements made in the claim clearly establish 
ihe fact that the business conducted by this corporation is purely a commercial enterprise. Section 209 was not 'ntended to apply to a 
oommercial business, even though the capital used should be small 
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in amount, and the definition of a personal-service corporation in sec- 
tion 200 of the Revenue Act of 1918 excludes any corporation 50 per 
cent or more of whose gross income consists of gains, profits, or 
income derived *om trading as a principal. 

Article 71 of Regulations 'Ao. 41 provides: 
Section 209 ~ ~ ' applies primarily to occupations, professions, trades, and 

businesses engaged principally ln rendering personal service in which the eln- 
ployment of capital is not necessary and the earnings oi' which are to be ascribed 
primarily to the activities of the owners. 

While the business of the M Company is evidently commercial it 
is of a nature, however, ~herein salesmanship largely governs the 
volume of business, and in this case the two stockholders are actively 
engaged as salesmen for the corporation; and, while the income of 
the corporation is derived from purchase and sale, the volume of 
business would appear to rest practically upon the individual e8orts 
of the two stockholders. 

The examination of a number of returns of similar concerns indi- 
cates that many of them belong in section 210 of the act of October 
3, 1917, and section 328 of the Revenue Act of 191S. The data on 
which a recommendation with respect to assessment uncler sections 
210 and 328 might be based was not transmitted to the Advisory 
Tax Board, but in numerous cases where a commercial business is 
dependent upon the personal efforts of the stockholclers and but a 
nominal capital is used, assessment has been so made. 

The Advisory Tax Board, therefore, recommends that the decision 
of the Income Tax Unit declining to consider the claim of the M 
Company for taxation for the year 1917 under section 209 of the 
act of October 3, 1917, and for the year 1918 as a personal-service 
corporation, be sustained, and that the return of the corporation be 
examined with the view of determining whether assessment should 
be made under sections 210 and 328 of the 1917 and 1918 Revenue 
Acts, respectively. 

Section 200, Article 1526: Personal services rendered by, 1 — 19 — 5. 
personal-service corporation: more than one 

' 

O. D. 2. 
business. 

A sanitarium owned and conducted by doctors who, in addition to 
selling their services, derive income from the buildings and grounds 
by housing patients, can not be termed a corporation within the per- 
sonal-service class. 

Section 800, Article 1533: "Taxable year, " "withhold- 1 — 19&. 
ing agent" and "paid. " 8-930. 

The first taxable year of a corporation organized in 1918 which es- 
tablished a recognized fiscal year not ending in 1918 after its organi- 
zation, is its fiscal year ending in 1919. 

For instance, if a corporation was organized in March, 1918, and 
established its fiscal year ending January 31, its "first taxable year" 
under the Revenue Act of 1918 would be its fiscal year ending Janu- 
ary 31, 1919, and its first return should be made to cover the period 
from its organization in March, 1918, to January 31, 1919. 
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Section 201. — DIVIDENDS. 

Section 801, Article 1541: Dividends. 95-19-579, 
0-9W„ 

INcoME TLx — SEcTICN s (4) oF THE REvENUE AcT oF 1916. 

A. stockholder who has received payments from a corporation because 
of his stock ownership in such corporation, which payments were not 
sub]ect to a formal declaration of dividends at the time they were made, 
and which were not then entered on the corporation's books against 
surplus accrued prior to March 1, 1918, is required to return such dis- 
tribution of corporate profits as dividends and pay the income tax 
thereon pursuant to a. rticle 107, Regulations 88 (Revised) and T. D. 
2689. 

The formal declaration of such dividend by the directors of the 
corporation at a date one year after the dividend had been paid and 
subsequent entries made on the books of the corporation do not have 
the effect of relieving the taxpayer of tax on such dividends. 

M is a corporation organized for the purpose of maintaining 
and operating a store. A, the taxpayer, owns all of the stock with the 
exception of a few qualifying shares. Moneys are paid to the tax- 
payer from time to time as he requests same. On March 1, 1918, the 
corporation had a surplus of 5x dollars. Prior to 1916 no mention is 
made upon the books of the corporat'ion of any declarations of 
dividend. During 1916 the taxpayer received the sum of x dollars 
from the corporation as a division of profits. In making up his 
return for 1916 the taxpayer excluded said profit so received by him, 
claiming that it was a dividend declared from surplus accrued prior 
to March 1, 1918. No entry was made on the books of the cor- 
poration during the year in which these payments were received by 
the stockholder, indicating that such profits were made the subject 
of a formal declaration of dividend froin the surplus accrued prior 
to March 1, 1918; that is to say, no charge was entered at the time 
this profit was paid against the surplus account as from surplus 
accrued prior to March 1, 1918, nor does there appear on the minutes 
of the directors' meetings any entry, prior to June, 1917, showing 
a declaration of dividend from the surplus accrued prior to March 1, 
1918. However, in February, 1917, the corporation notified the 
taxpayer by letter that the said x dollars received by him during. . 1916 was paid out of surplus on hand March 1, 1918. The directors 
of the corporation at a meeting in June, 1917, passed a resolution 
stating that the above-mentioned sum represented dividends declared 
from surplus earned prior to March 1, 1918. As late as September, 
1917, no entry had been made on the books of account of this cor- 
poration showing that the dividend was declared from earnings 
accumulated prior to March 1, 1918. The action of the corporation 
and directors just described was taken after the taxpayer had'learned 
that the following telegram, dated February 19, 1917, had been sent 
from this bureau: 

If a corporation now passes resolution specifying dividends paid in 1916 from 
surplus earned prior to March 1, 1913, resolution will be considered eifective for income tax purposes. 

The questions submitted for opinion in this case are as follows: 
1. Are profits received in 1916 by a stockholder from a corporation 

which had a large earned surplus on March 1, 1918, to be considered 
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as earnings accrued since March 1 1913 and subject to the income ) 
tax, w ien such profits were not the subject of a formal declaration 
of dividend at the time they were received and which were not then 
entered against surplus account on the corporation's books? 

9. In such case, what is the efFect for income tax purposes of a 
formal declaration by the directors of the corporation made at a 
considerable ti»ie after the division of profits that such profits are 
dividends from surplus accumulated prior to March 1, 1913, and not 
from current earnings? 

S. In the same circumstances, what is the efFect of an entry against 
the surplus account made at the time of such a declaration of divi- 
dend by the directors in determining the taxability of amounts re- 
ceived m such a division of profits& 

Are payments received in 1916 by a stockholder from a corpora- 
tion which had a large earned surplus' on March 1, 1913, to be con- 
sidered as paid from earnings accrued since March 1. 1913, and sub- 
ject to the income tax, when such profits were not the subject of a 
formal declaration of dividend at the time they were received and 
which were not then entered against surplus account on the corpora- 
tion's books? 

Section 9 (a) of the Revenue Act of 1916 provides, inter alia: 
~ That the term "dividend" as used in this title shall be held to 

mean any distribution made or ordered to be made by a corporation, ~ ~ 

out of its earnings or profits accrued since March 1, 1918, and payable to its 
shareholders, whether in cash or ln stock of the corporation 

To resolve the question above stated requires a determination 
whether a distribution of profits without formalities by a corpora- 
tion to a stockholder is a dividend as contemplated by the act, and, 
if it is held to be a dividend, from what fund it will be deemed to 
have been declared. 

A division of profits by a corporation regardless of the manner in 
which done is a dividend as contemplated by section 9 (a) of the 
Revenue Act of 1916. The character of the distribution of profits 
at the time they are received fixes their status for income-tax pur- 
poses. The fact that such profits were not the subject of a formal 
declaration of dividend does not alter the case. There may be a 

division of profits among stockholders without the forniality of de- 

claring a dividend. Huntley v. Pioneer Iron Works, 181 N. Y. , VS. i 

In Spencer v. Lowe, 198 Fed. 961, 966, it is said: 
The stockholders may agree among themselves informally to distribute a 

certain sum as dividends without going through the form of a corporate action. 
No formal declaration is necessary, either by the stockholders or board of di- 

rectors, and a distribution of profits by unanimous consent without corporate 
action ls legal. 

Were the profits paid to the taxpayer payments from earnings 
accrued since March 1, 1913? In the absence of any provision as to 
what earnings this dividend was paid out of — that is, whether paid 
out of surplus accumulated prior to March 1, 1913, or out of current 
earnings — the natural conclusion, in the absence of special facts, is 

that the dividend is an ordinary dividend and declared out of the 
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more recent earnings. Congress has provided an exemption in the 
act as to dividends received by a taxpayer where such dividends are 
declared out of surplus accumulated prior to March 1& 1918' and the 
burden is obviously on the taxpayer to show that this particular 
income comes within the class of exempted income. The first ques- 
tion is therefore answered in the affirmative. 

II ~ND III. 
2. In such a case, what is the efFect for income-tax purposes of a 

formal declaration by the directors of the corporation made af, a 
considerable time after the division of profits that such profits are 
dividends from surplus accumulated prior to March 1, 1918, and not 
from current earnings? 

8. In the same circumstances, what is the efFect of an entry against 
the surplus account made at the time of such a declaration of divi- 
dend by the directors in determining the taxability of amounts 
received in such a division of profits' If a corporation during the taxable year 1916 paid dividends with- 
out specifying whether they were declared from earnings accumu- 
lated before March 1, 1918, or from earnings accumulated there- 
after, no reason appears why, under the terms of the Reverie Act 
of 1916, the corporation might not, during the taxable year, pass 
a resolution and adjust its accounts so as to indicate that the divi- 
dend was declared out of earnings accumulated prior to March 1, 
1918. In such a case the stockholder would get the benefit of such 
action. The telegram dated February 19, 1917, is not approved; 
the taxable year had in that case, passed without the passage of such 
resolution, and without the necessary adjustment of accounts. In 
the present case no resolution specifying the funds from which the 
dividend was declared and no adjustment of accounts occurred, as 
regards the taxpayer's calendar year 1916, prior to February 28, 
1917. This date is outside the taxable year, and, so far as appears, 
the actual work of closing the corporation's accounts had previously 
been completed. The attempted adjustment of income comes too 
late to afFect the status which had been established by the payment 
of the dividend without any statement as to the fund out of which 
payment was made. This conclusion is strengthened by the fact 
that as late as September 25, 1917, the revenue agent reported that 
no entries harl been made on the books to carry out the provisions 
of the resolution. 

It is therefore held that a stockholder who has received payments 
because of his stock ownership in a corporation, which profits were 
not the subject of a formal declaration of dividend at the time they were received and which were not then entered on the corporations 
books against surplus accrued prior to March 1, 1918, is required to 
return such division of profits as dividends and pay the income tax 
thereon pursuant to Article 107 of Regulations 88 (Revised) and T. D. 2659. 

The formal declaration of such dividend by the directors of the 
corporation at a date one year after the dividend had been paid and 
subsequent entries made on the books of the corporation do not have 
the efFect of relieving the taxpayer of tax on such dividends. 
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Section f01, article 1541: Dividends. 15-19-44K 
T. B. R. 45. 

Reoeame Act of 1916. — Taxation oZ easb dividend paid by subsidiary 
to parent corporation. 

Opinion is requested as to liability of the X Corporation to income 
taxation in the year 1916 under the Revenue Act of 1916 upon a 
cash dividend of one of its subsidiaries, the Y Company. The ques- 
tion arises as follows: The X Corporation was incorporated in June, 
1916, to acquire the entire capital stock of the Y Company, and 
that of the Z Company. The X Corporation issued its shares of 
stock to the stockholders of the Y Company in exchange for their 
shares of stock. Thereupon, the Y C'ompany distributed its surplus 
to its sole stockholder, the X Corporation, by way of a cash divi- 
dend. A, considerable part of the cash so received by the X Corpora- 
tion was used by it in connection with the issuance of its stock to 
acquire the stock of the Z Company. 

Under the Revenue Act of 1916 cash dividends paid to corporations 
were taxable if paid out of earnings or profits accrued since March 1, 
1918. (See Section 2(a). See al~so Regulations 88 (revised), para- 
graphs 879, 417. ) The distribution of the surplus of the Y Company 
to the X Corporhtion, its stockholder, was in f'orm a cash dividend. 
The latter corporation bought — or, more properly, secured by ex- 
change — shares of stock of the former corporation, not the assets of 
that corporation. Consequently, the X Corporation succeeded to the 
rights of the stockholders of the Y Company, not to the rights of 
that corporation. A distribution by that corporation among such 
stockholders of surplus earned after March 1, 1918, would have been 
taxable to them as a cash dividend. It is immaterial, as was pointed 
out in Lynch e. Hornby (247 U. S. , 846), that such "dividend dis- 
tribution diminishes by just so much the assets of the corporation 
and in a theoretical sense reduces the intrinsic value of the stock. " 
The X Corporation having succeeded to the rights of such stock- 
holders was taxable in the same manner unless the fact that it was the 
sole stockholder makes a difFerence. 

The fact that the X Corporation was a sole stockholder does not 
afFect its liability to taxation upon this dividend distribution. Under 
the Revenue Act of 1916 there was no provision for consolidated 
returns, consequently rulings based upon a requirement of consoli- 
dated returns m cases of aiFiliated corporations do not apply. The 
X Corporation must be treated as a taxable unit distinct from the 
Y Company. Nor do the decisions of Southern Pacific Co. e. Lowe 
(947 U. S. , 880) and Gulf Oil Corporation e. Lewellyn (N8 U. S. , 
71) warrant a ruling that the dividend in question is not taxable. In 
each of those cases the declaration of a dividend by a subsidiary 
out of surplus earned by the enterprise as a whole prior to the tax- 
able year, payment being e8ected by entries upon the respective 
companies' books, was regarded as a mere formality and not deter- 
minative of tax liability for the year of such declaration and book- 

keeping entries. In the present case the transfer of actual cash 
constituting the surplus of the Y Company earned before it became 

a subsidiary to the treasury of its sole stockholder, the X Corpora- 
tion, was a matter of substance and can not be disregarded. 

It is to be noted that the taxability of the distribution in question 

does not depend upon the form adopted for transferring the surplus 
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from the subsidiary to the parent corporation. A tax would have 
imposed if any other method had been employed for trans- 

ferring the surplus to the X Corporation and getting the stock of 
that corporation into the hands of the former stockholders of its 
subsidiary, the Y Company. If' (u) the subsidiary had yaid the 
cash to the parent corporation in exchange for its stock and distrib- 
uted such stock among its stockholders, or (b) the subsidiary had 
made a cash distribution among its stockholders and such stock- 
holders in turn had bought for cash the stock of the parent cor- 
poration the distribution by the Y Company among its stockholders 
would have been taxable as a dividend. 

It is held, therefore, that the X Corporation was subject to 
income taxation in the year 1916 under the Revenue Act of 1916 
upon the surplus of the Y Company distributed to it by way of a 
cash dividend to the extent that such surplus was earned after March 
1, 1918. 

Section 201, Article 1541: Dividends. 
(Also Section 213, Article 31. ) 
(Also Section 233. Article 541. ) 
(Also Section 320, Article 801. ) 

RzvzNuz Aor or 1916 xs AuzNnzn nx vHz Rzvzzuz Avr or 1917, ~n 
Rzvzzuz An' or 1917. 

21-19-520 
T. B. R. 60 

Distributions to a domestic corporation, a stockholder in a foreign 
corporation deriving no income from sources within the United States 
during the year 1917, of profits or surplus accumulated by such foreign 
corporation prior to the year 1917, are not taxable to the domestic 
corporation at the rates prescribed for the year 1917, and are not sub- 
ject to the excess-profits tax imposed by Title II of the Revenue Act 
of that vear. 

In the year 1917 a corporation organized in the United States 
owned stock in a foreign corporation which, it is represented, derived 
no income from sources within the United States within the year 
1917, and consequently was not subject to taxation under Title I of 
the Revenue Act of 1916 as amended by the Reveriue Act of 1917 or 
Title I of the Revenue Act of 1917. During the year 1917 this )or- 
eign corporation declared dividends. The domestic corporation 
claims that these dividends were distributed out of profits or surplus 
of the foreign corporation accumulated prior to the year 1917, and that 
under section 81& subdivision (b), of the Revenue Act of 1916, as 
amended, such dividends were not taxable to the domestic corpora- 
tion at the rates prescribed for the year 1917 and were not subject to. 
the excess-proflts tax imposed by Title II of the Revenue Act of 1917. 
Is this the correct construction of said section 81, subdivision (b) t 

Section 81, subdivision (b), added to the Revenue Act of 1916 by 
' 

section 1211 of the Revenue Act of 1917 provides that "any dis- 
tribution made to the shareholders or members of a corporation, 
joint-stock company, or association, or insurance company, " in the 
year 1917 (1) 'shall be deemed to have been made from the most 
recently accumulated undivided profits or surplus, " (2) "shall con- 
stitute a part of the annual income of the distributee for the year in 
which received, " and (8) "shall be taxed to the distributee at the 
rates prescribed by law for the years in which such profits or surplus 
were accumulated by the corporations. " This subdivision provides. 



however, that (4) earnings or profits accrued prior to March 1& 1918 
may be distributed, exempt from the tax, after the distribution o) 
earnings or profits accrued since March 1, 1918, and that (5) the sub- 
division shall not apply to any distribution made prior to August 6, 
1917, out of earnings or profits accrued prior to March 1, 1918. The 
"rates prescribed by law" are obviously the rates prescribed for the 
taxation of income by the Revenue Act of 1918 and the Revenue Act 
of 1916 in its original form l'or the appropriate years, as well as those 
prescribed by the Revenue Act of 1916, as amended, and the Revenue 
Act of 1917. 

The income-tax provisions of the Revenue Act of 1916 are con- 
tained in Title I thereof and are aniended by Title XII of the Reve- 
nue Act of 1917, subdivision (b) of section 81 being an amendment 
made by said Title XII. The income-tax provisions of the Revenue 
Act of 1917 are contained in Title I and the excess-profits tax proA- 
sions in Title II of that act. 

The basic question is whether subdivision (b) of section 81 above 
referred to applies to dividends of foreign corporations deriving 
no income from sources within the United States and, consequently, 
not subject to taxation under Title I of the Revenue Act of 1916, 
as amended, or Title I (or Title II) of the Revenue Act of 1917. 
The answer to this question depends upon whether the words "cor- 
poration, joint-stock company, or association, or insurance com- 
pany" in that subdivision include such foreign corporations. These 
words are used frequently throughout Title I of the Revenue Act of 
1916 in both its original and its amended form and Title I of the 
Revenue Act of 1917, sometimes without a limiting phrase. (See 
Revenue Act of 1916, secs. 1 (b), 2 (a), 8 (f), 9 (b), 10, 18 (d), 
14 (a), (b), and 16, amending Revised Statutes, sec. 8178: 
Revenue Act of 1917, secs. 4, 1206, amending sec. 10 of Revenue Act 
of 1916, 1211, adding to the Revenue Act of 1916, secs. 28, 81 (a), 
82; see also Revenue Act of 1916, secs. 8 (c), (d), 9 (b), and Revenue 
Act of 1917, sec. 1205, amending sec. 9 of Revenue Act of 1916), 
and sometimes limited by one of the following phrases: "organized 
in the United States" (see Revenue Act of 1916, secs, 10, 12 (a); 
Revenue Act of 1917, sec. 1206, amending sec. 10 of Revenue Act of 
1916); "organized, authorized, or existing under the laws of any 
foreign country" (see Revenue Act of 1916, secs. 10, 12 (b); Revenue 
Act of 1917, sec. 1206, amending sec. 10 of Revenue Act of 1916); 
"resident * ~ ~ whose net income is taxable under this title" 
(see Revenue Act of 1916, sec. 10; Revenue Act of 1917, sec. 1206, 
amending sec. 10 of Revenue Act of 1916); "however created or or- 
ganized" (see Revenue Act of 1916, sec. 8); "subject to this tax" 
and similar phrases (see Revenue Act of 1916, secs. 5 (b), 9 (b), 
13 (a), (b), (c); Revenue Act of 1917, secs. 4, 1205, amending sec. 
9 (b) of Revenue Act of 1916, 1206, amending sec. 10 of Revenue Act 
of 1916, 1210, amending sec. 26 of Revenue Act of 1916 as amended; 
see also sec. 206 of the Revenue A. ct of 1917); "domestic or other 
resident" (see Revenue Act of 191G, secs. 13 (e), (f); Revenue Act 
of 1917, sec. 1208, amending sec. 18 (e) of Revenue Act of 1916); " nonresident alien * not engaged in business or trade 
within the United States and not having any office or place of busi- 
ness therein" (see Revenue Act of 1916, secs. 18 (e), (f); Revenue 
Act of 1917, sec. 1208, amending sec. 18 (e) of Revenue Act of 191G); 
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"required by law to make, render, sign, or verify any return" (see 
Revenue Act of 1916, sec. 18; see also Revenue Act of 1917) sec. 
1909 amending sec. 18 of Revenue Act of 1916). In section 18, sub- 
division (b), of the Revenue Act of 1916, the word "foreign" is 
used limiting the words "corporation, company, or association. " 
The use of these limiting phrases indicates that there are, for pur- 

oses of the income-tax laws, corporations organized in the United 
tates, that is& domestic corporations; corporations organized in 

foreign countries, that is, foreign corporations, resident corpora- 
tions, and nonresident corporations. (bee secs. 10 and 18 (e), (f), 
of the Revenue Act of 1916 in both its original and amended form, 
and especially sec. 18, subdivisions (e) and (f), which in terms 
refer to "domestic or other resident corporations" and "nonresident 
alien * "' * corporations * ~ * not engaged in business or 
trade within the United States and not having any once or place of 
business therein. ") The natural inference is, therefore, that when, 
as in subdivision (b) of section 81, the word "corporation" is used 
without any limiting phrase it includes all of these classes of cor- 
porations, unless some of them are excluded because clearly outside 
the purpose of the statutory provision in which the word appears. 

Further textual analysis tends to show that the word "corpora- 
tion" is used in subdivision (b) 'of section 81 without limitation. 
The Revenue Act of 1916, section 5 (b), and the Revenue Act of 1917, 
section 4, provide that "dividends" of a corporation "taxable upon 
its net income" shall be credited against income of stockholders, and 
thus in efFect be exempt from certain taxes, implying that there may be 
4 dividends, " within the meaning of the income-tax laws, of corpora- 
tions which are not taxable upon their net income; that is, that the 
word "dividends" is not confined to distributions made by taxable 
corporations. Section 81 (a), added to the Revenue Act of 1916 by 
section 1911 of the Revenue Act of 1917, as well as earlier provisions 
(see Revenue Act of 1916& sections 9 (a), 10), defines "dividends" 
as meaning "any distribution made or ordered to be made by a cor- 
poration, ]oint-stock company, association, or insurance company" 
out of certain earnings or profits. It necessarily follows that the 
phrase "any distribution made or ordered to be made by a corpora- 
tion, joint-stock company, association, or insurance company" in 
section 81 ( a) applies to nontaxable corporations. The same 
language in section 81 (b) should be given the same meaning. Prac- 
tically, if not absolutely, the only class of nontaxable corporations 
which makes any distribution to its stockholders or members is that 
of foreign corporations which derive no income from sources within 
the United States. Hence the conclusion that such corporations are 
within the provisions of subdivision (b) of section 81. 

Nothing in the statute warrants the inference that distributions 
b~ foreign corporations deriving no income from sources within the 
united States are outside the provisions of section 81, subdivi- 
sion (b). Such an inference can not fairly be drawn from the fact 
that the provisions of section 96, added to the Revenue Act of 1916 
by section 402 of the Revenue Act of March 8, 1917, and amended by section 1910 of the Revenue Act of 1917, requiring corporations to 
make returns of their payments of dividends and of the tax years 
in which they were earned, is limited in its application to corpora- 
tions "subject to the tax" imposed by the Revenue Act of 1916. 
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Probably the equitable consideration which moved Congress to pass 
subdivision (b) of section 81 was the thought that the earnings of a 
corporation are in substance earnings of its stockholders for the year 
in which they are accumulated by the corporation, and that to tax 
such earnings at the rate for the year in which they are divided is 
to place too great emphasis upon the corporate fiction. This con- 
sideration applies as thoroughly to dividends of foreign corporations 
which derive no income from sources within the United States as to 
dividends of other corporations. It is true that there are some 
administrative difficulties in the application of this subclivision to 
dividends of such foreign corporations, especially in checking the 
allocations of dividends to the several tax years made by stocl-- 
holders, since section 26 of the Revenue Act of 1916, as amended, as 
above stated, does not apply to such corporations. On the v hole, 
however, it can not be said that these administrative difiiculties war- 
rant a distinction for which there is no basis in the language or 
apparent purpose of the statute. 

Subdivision (b) of section 81 does not difFerentiate corporate and 
indiviclual stockholders. Consequently, it follows, from the con- 
clusion that the subdivision applies to distributions made by a foreign 
corporation which derives no income from sources within the United 
States, that a domestic corporation oivning stock therein is subject 
to income tax upon distributions to it at the rates prescribed by law 
for the years m which the foreign corporation accumulated the 
profits or surplus. If, as claimed by the domestic corporation in 
the present case, the profits or surplus of the foreign corporation 
distributed in the year 1917 were accumulated prior to that year, the 
dividends received by the domestic corporations were not subject to 
the 4 per cent tax imposed by Title I of the Revenue Act of 1917, but 
were subject to the 2 per cent or 1 per cent tax imposed by the Reve- 
nue Act of 1916, and the Revenue Act of 1917, respectively, or, if 
accumulated prior to March 1, 1918, were not subject to income tax. 
So far as such distribution was made after August 6, 1917, it would, 
of course, be subject to the presumptions stated in the subdivision. 

It rema~ins to consider whether the rule applicable to income taxes 
above set forth applies to the excess-profits tax imposed by Title II 
of the Revenue Act of 1917. This tax is levied "upon the income 
of every corporation, partnership, or individual" according to cer- 
tain prescribed "percentages of the net income. " (Sec. 201. ) Pro- 
vision is made that "for the purposes of this title the net income of 
a corporation shall be ascertained and returned * * * for the tax 
able year upon the same basis and in the same manner as provided in 
Title I "of the Revenue Act of 1916, as amended, with a deduction of 
corporate dividends taxable under that act. (Sec. 206. ) The excess 
profits tax is, therefore, a tax upon income. Nothing in the sub- 
division indicates that "rates prescribed by law" as used therein do 
not include all rates prescribed by law for the taxation of income 
whether in the form of excess-profits taxes or otherwise. The "rates 
prescribed by law" for the taxation of income of a corporation for 
the year 1917 include, therefore, not only the rates of income tax . 
proper, but also the rates of excess-profits tax. )Vhat is true for the 
year 1917 is equally true of prior years. As there was no excess- 

rofits tax for the years prior to 1917 under either Title II of the 
evenue Act of 1917 or otherwise, the "rates prescribed by law" 
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for the taxation of income of corporations for those years do not 
include ally rates for excess-proft taxes. It follows that profit 
or surp]us of a foreign corporation which derives no income from 
sources within the United States accumulated prior to the year 
1917 distributed to a corporate stockholder in the year 1917 are not 
subject to excess-profits tax under Title II of the Revenue Act of 
191"F. As this result is the same as would be attained if the domestic 
and the foreign corporations were afiiliated and filed a consolidated 
return, it can not be regarded as unreasonable. It has, moreover, the 
same equitable consideration back of it as does the imposition of the 
income taxproper at the rate for the year in which profits or sur- 
plus were accumulated, or the imposition of no such income tax if 
profits or surplus were accumulated prior to March 1, 1918. 

It is held, therefore, that distributions to a domestic corporation, 
a stockholder in a foreign corporation deriving no income from 
sources within the United States during the year 1917, of profits or 
surplus accumulated by such foreign corporation prior to the year 
1917 are not taxable to the domestic corporation at the rates pre- 
scribed for the year 1917, and are not subject to the excess-profits tax 
for that year imposed by Title II of the Revenue Act of 1917. 

22 — 19 — 529. 
Section 201, Article 1541: Dividends. T. B. R. 68. 

Revenue dot of 1918. — Certain dividends held to be cash dividends. 

The M Company is a holding corporation organized to hold stocks 
of. various companies. It owned portions of the outstanding stock 
of the N, 0, P, R, and S companies. The balance of the stock in 
these companies was independently owned by managers and employ- 
ees of the branches. In 1914 these companies declared dividends 
payable in cash, and at the same directors' meetings authorized an 
increase in the capital stock equivalent in amount to the cash divi- 
dend declared. The amount received by the M Company from the 
five subsidiary corporations was 165x dollars. All the shareholders 
of all the companies had agreed to purchase the new stock issue with 
this diviclend, and this was known to the directors when *he divi- 
dend was declared. . All that actually happened was an exchange of 
checks, and the company represents that there were not suScient 
funds in its bank account to meet its checks, but that the checks 
received ofi'set the checks paid out. This procedure was deliberately 
adopted in preference to Issuin~ a stock dividend because of. certain 
provisions of State statutes. '1. 'he company contends that this is in 
substance a stock dividend and therefore not taxable, although it 
takes the form of a cash dividend and the purchase of stock. The 
dividend was taxed a, s a cash dividend by the Income Tax Unit. It, is admitted that this particular form was deliberately adopted and that the company desires to get the benefit of this form of. pro- 
cedure under the State statutes regulating the issue of securities. If it were not for the contemporaneous agreement between the stock- 
holders to apply the dividend to the purchase of stock, it would be clear that this was a cash dividend. (Davis v. Jackson& 152 Mass. , 58. ) In Rand e. Hubbell (115 Mass. , 461), it was held that where the vote of the directors declaring the dividend payable in cash imposed the conditions that the dividend should be used. for the purchase 
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of stock& the dividend should be considered a stock dividend. In the 
principal case, however, there was no corporate action making the 
cash dividend conditional upon subscription to the new issue. So far 
as can be determined the stockholder was entitled to the cash, 
whether he fulfilled his agreement to subscribe for the new stock 
or not. If there is an option on the part of the stocl. -holders to 
demand the cash or subscribe for the stock, all of the cases agree 
that the dividend is a cash dividend. (Fletcher Cyc. Corporations, 
sec. 8715. ) In the opinion of the Advisory Tax Board, there was 
such an option here, although the failure to subscribe might have 
given rise to an action for damages against the stockholder. The 
dividend is, therefore, a cash dividend, and taxable under the act of 
October 8, 1918. (Lynch v. Hornby, 247 U. S. , 889. ) 

Section 201, Article 1541: Dividends. 20-19-502- 
(Also Section 213, Article 31:) T. B. M. 77. 

Kifect of rescission upon illegal dividend. 

The M Company, organized in 1916, began business in 1917, with 
a capital of 5x dollars and no surplus. At thy end of 1917 the books 
of the company showed a profit of 52x dollars. Its merchandise 
inventory on that date was 98x dollars, and was based upon the cost 
of the specific lots then on hand. One large item in this inventory 
was purchased in 1917 for 48x dollars, at the rate of & y dollars a ton, 
plus freight and inspection charges. This item was inventoried at 
cost. 

In November, 1917. the War Industries Board fixed the market 
price of material of this character at 5y dollars a ton, plus freight 
and inspection charges, and this market rate prevailed on December 
81) 1917. 

On the basis of the profits shown by the books, the board of di- 
rectors of the company in 1917 declared a dividend of all the profits 
for the year 1917, payable in 1918. Before duly, 1918, the company 
paid a dividend of 48x dollars. The company states that there 
were no net earnings for 1918. Later in 1918, the material in ques- 
tion was sold for 24x dollars, which was 19x dollars less than the cost, 
and the figure at which it had been inventoried. Subsequently, at 
a stockholders' meeting held early in 1919, the board of directors 
was authorized to rescind the original dividend and to d'eclare a 
new dividend for the amount of the actual profits. The stock- 
holders also agreed to pay back the amount of the overpayment, and 
A individually did, in efFect, pay back his share of the dividend. 
The department has ruled that stockholders of the M Company 
must pay income tax for 1918 upon the full dividend distributed 
during 1918, although such dividend was in part subsequently 
rescinded. A, who owned 98 per cent of the stock of the company, 
has appealed to the Advisory Tax Board. 

A was a director of the corporation. It was the duty of the 
directors in December, 1917, to ascertain the surplus available for 
dividend distribution by reference to the actual value of the assets of 
the company on hand on that date. They could not assume that 
they would be able to sell for 7y dollars per ton, material which 
cost them that amount when the market price was 5g dollars a 
ton. The statute authorizing the directors in their discretion ta 
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declare dividends also provides that such dividends shall in no case 
exceed the amount of the net. proflts actually acquired by the corn 
pany, so that the capital shall never be impaired. 

And it has been held generally: 
If a dividend hfts been illegauy declared in the sense that its declaration is 

ultra fybres, as where it is a dividend out of assets when there is no surplus 
to divide, then it seems that it may be rescinded by the corporation even after 
it has been p'aid, and the corporation may recover it of the shareholders as 
so much money paid to their use under mutual mistake. (10 Cyc. 549, ftnd 
cases cited. ) 

The taxpayer has sufficiently established that the dividend declared 
in December, 1917, was in part illegal, and that A as director was 
personally liable to the company to the extent that such dividends 
exceeded the true earnings of the company measured by the actual 
value of the assets and as shareholder to the extent that such excess 
was payable to him, This is not a question of determining net in- 
come for the purposes of the income tax act, but a question solely as 
to the legality of the dividend declared in December, 1917. To the 
extent that the company had a legal right to force rescission and re- 
payment of such dividand, and such rescission and repayment were 
actually made, the rescinded dividend should not be considered 
income for the purposes of taxation, and it is recommended that the 
income taxes of the individual stockholders for 1918 be assessed on 
that basis. 

Section 201, Article 1541: Dividends. 
(See 9 — 19-140; sec. 218(a), art. 52, ) Dividends paid in one year 

but not actually received by stockholders until the succeeding year. 

Section 801, Article 1541: Dividends. 
(See 19-19 — 898; sec. 218 (a), art. 81. ) EfFect on stockholder's gross 

income of dividends legally declared and paid in 1918 and subse- 
quently after the passage of the Revenue Act of 1918, repaid to the 
corporation in 1919, pursuant to action by the corporation purport- 
ing to rescind the declaration of the dividend. 

Section 801, Article 1542: Presumption as to source of 19-19 — 895. 
distribtftion. T. B. R. 48. 
A corporation making returns on the calendar year basis had a 

surplus earned prior to 1918, but none earned after that date and 
prior to January 1, 1918. It paid dividends during the first 60 days of 1918. The earnings for the period immediately preceding the 
payment of each of these dividends were sufficient to cover the 
amount of the dividends. Shall such dividends be treated as paid out of the earnings of the calendar year 1918 or out of surplus earned 
prior to March 1, 1918 & 

Section 901, paragraph (b), of the Revenue Act of 1918 provides, in part, with respect to corporations other than personal service cor- porations that ' nny distribution made in the year 1918 or any year thereafter shall be deem'ed to have been made from earnings or rofits accumulated since I"ebruary 98, 1918 " " " Pe. ra a (e) provides, in part, that "Any distribution made during tfs first 60 
days of any taxable year shall be deemed to have been made from 
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earnings or profits accumulated during preceding taxable years 
The question is therefore as to which presumption is 

controlling in the instant case. 
Paragraph (b) lays down the fundamental principle that earnings 

or profits accumulated sine'e February 28, 1918, and distributed 
among stockholders are taxable to them, while earnings or profits 
accumulated prior to March 1, 1918, and so distributed, are not tax- 
able. No further provisions for allocation of cash distributions to 
earnings or profits are made with respect to the tax liability of 
stockholders of corporations other than personal service corporations 
but further and more detailed provisions are made for allocation of 
distributions with respect to invested capital and with respect to 
stock dividends and dividends of personal service corporations. (See 
section 201, paragraphs (a), (b), (d), and (e). It is, however, the 
opinion of the Advisory Tax Board that these more detailed provi- 
sions are subordinate to the fundamental rule expressed in paragraph 
(b). These provisions deal with rate and method of taxation rather 
than with liability and should not be extended so as to relieve from 
taxation income which would be subject to taxation under the more 
fundamental rule. In accordance with this principle paragraph (e) 
should yield to paragraph (b). 

Support for the conclusion that paragraph (e) does not have the 
effect of relieving dividends. from taxation is found in the use of the 
word "taxable" in the phrase "preceding taxable years. " Article 
1542 of Regulations 45 indicates that'the presumptions stated in 
section 201 are to be applied only "so far as possible. " Accordingly 
the part of paragraph (e) above quoted is to be construed as if it rea3 
as follows: 

Any distribution made during the first 60 days of any taxable year shall be 
deemed to have been made from earnings or profits, if any, accumulated during 
the preceding taxable years, othenoise from earnings or profits, if any, aooama- 
lated during the tazabte year. 

While it is evident that the words "preceding taxable years" do 
not refer to statutory taxable years (sec. 200) — else there would 
be no " preceding taxable years " before the taxable year 1918 they 
should be construed to apply only to years the accumulated earnings 
or profits of which are taxable, that is, years subsequent to March 1, 
1913. If the statute is so construed a distribution made during the 
first 60 days of the taxable year 1918 will be deemed to have been 
made from earnings or profits accumulated during that year if no 
earnings or profits had accumulated after February 28, 1913, and 
prior to January 1, 1918. 

It is held, therefore, that if a corporation had earnings or profits 
accumulated. prior to March 1, 1918, but none accumulated after that 
date and prior to January 1, 1918, and paid dividends during the 
flrst 60 days of 1918, earnings or profits sufhcient therefor having 
accumulated after December 81, 1917, such dividends should be 
treated as paid out of the earnings or profits accumulated after 
December 81, 1917. 

Section 201, Article 1542: Presumption as to source of 1-19-8. 
distribution. O. D. 4. 
In applying subdivision (e) of section 201, Revenue Act of 1918, 

to any case, the " first sixty days of any taxable year " includes March 
1, except during leap years. 
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Section R01, Article 154R: Presumption as to source of 1 ]9 9 
distribution. 0. D. 5. 

The 60-day provision of section R01(e) of the Revenue Act of 
1918 is not for the purpose of determining the rates of tax to be pmd 
by the shareholders, but is for the purpose of allowing the corpora. 
tion to determine the earnings from which the dividend is paid. 

Section R01, Article 154R: Presumption as to source of 6 — 19 — R66, 
distribution. 0. D. 163. 

A dividend will be deemed to have been paid out of current earn- 
ings to the extent possible, and taxable to the recipient accordingly, 
notwithstanding that there is an actual impairment of capital and the 
books show an apparent surplus based on an arbitrary valuation of 
good will, trade-marks, etc. 

Section R01, Article 154R: Presumption as to source of 
distribution. 

(See R8 — 19 — 55R, sec. 8R5, art. 818. ) Repayment to principal stock- 
holder of paid-in surplus. 

Section R01, Article 1544: Dividends paid in property. 5 — 19 — R43. 
0. D. 15R. 

Where a national bank utilized a portion of its undivided profits 
in the creation of a savings bank and trust company, the stock of 
said savings bank and trust company being issued in the names of 
trustees for all shareholders of the national bank, and the certificates 
of stock of the national bank showing on the face thereof that the 
holders are entitled to their pro rata share of the capital stock of 
the savings bank and trust company, the stockholders would be 
deemed to have received a dividend in specie and would be liable 
for tax on the value of certificates of stock in the new corporation 
received by them. 

Section R01, Article 1544: Dividends paid in property. 17 — 19 — 469. 
(Also Section R84, Article 561:) 0. D. R69. 

When dividends are paid in Liberty bonds having a market value 
below par the difference between par and market is not an allowable 
deduction for income tax purposes. 

Section R01, Article 1545: Stock Dividends. 11 — 19-868. 
8. 1081. 

Ruling under Revenue Act of 1916. 
8tocjc dividend declared from a sMrplus created by the capitaliza- 

tion of good wilL — Where a stockholder claims he is not subject to 
income tax upon a stock dividend received in 1916, on the ground 
that such dividend was declared from a surplus created by the cap- 
italization of the good will of the corporation, and the claim is not 
supported by contemporaneous records of the corporation, showing 
that such dividend was declared from. such surplus and by proofs that 
the accounts of the corporation are in accordance with such records, the 
claim can not be allowed. It is indispensable in any such case that 
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the proof shall disclose from the time of the creation of the surplus 
by the capitalization of good will continuously the item of capitalized 
good will against which stock dividends are sought to be declared. 
In any case where the surplus account does not show such item of 
good will, but commingles the capitalized good will with undivided 
profits and earned surplus, it is clear that stock dividends declarea 
out of such surplus account are not exempt from taxation. (Pro- 
visions of Revenue Act of 1917 are not here considered. ) 

Section 201 (e) (d) (e), Article 1545; Stock dividends. 1 — 19 — 7. 
(Also Section 828, Article 859:) T. B. R. 8. 

Under the Revenue Act of 1917 stock dividends paid during any 
taxable year, and under the Revenue Act of 1918 stock dividends 
paid after the first 60 days of any taxable year, shall be deemed to 
have been paid from earnings or profiis. but the payment of a stock 
dividend has no ofiect upon the amount of invested capital. 

In determining the amount by which invested capital should be 
reduced on account of dividend payments made during the taxable 
year in excess of current earnings, should stock dividends be treated 
the same as cash dividendsl 

The following example illustrates the point in question: 
Current earnings to Apr. 1, 1917 $33, 000 
Stock dividends, Apr. 1, 1917 80, 000 

Balance current earnings undistributed 
Earnings for April, 1917 

Current earnings on hand May 1, 1917 
Cash dividend May 1, 1917 

3, 000 
12, 000 

15, 000 
27, 000 

Dividend payments in excess of current earnings 12, 000 

12, 000 averaged for eight months 8, 000 

which is the amount by which invested capital as of the beginning 
of the year should be reduced. 

The provisions of section 81 (a) of the Revenue Act of 1917, and 
section 201 of the Revenue Act of 1918, place stock dividends upon the 
same basis as cash dividends in this connection. The latter section 
provides, "That the term 'dividend' ~ * * means any distribu- 
tion made by a corporation * * ~ u hether in cash or in other prop- 
erty or in stock of the corporation out of its earnings or profits 
accumulated since February 28, 1918, " and the definition in the Act 
of 1917 is substantially the same. Section 81 (b) of the Act of 1917 
provides that any distribution made during the year shall be deeMed 
to have been made from the most recently accumulated undivided 
profits or surplus. Section 201 (e) of the Act of 1918 provides that 
any distribution made after the first 60 days of any taxable year 
shall be deemed to have been made from current earnings or profits 
so far as possible. The language of these provisions is general and is 
susceptible of only one interpretation. It applies to all distributions 
of earnings, whether. made in cash or in other property or in stock of 
the corporation. And any such distributions in excess of earnings or 
profits of the taxable year will reduce the surplus at the beginning 
of the taxable year by the amount of such excess. 

103022 — 22 3 
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The payment of a stock dividend, however, has no e5ect upon the 
amount of invested capital, article 859) Regulations 45 (flnal edition). 
The distribution of a stock dividend is in effect a capitalization of 
current earnings or of earned surplus on hand at the beginning of 
the year. The capitalization of current earnings does not increase 
the invested capital, and the capitalization of surplus on hand at the 
beginning of the year does not decrease the invested capital. Never- 

theless a stock dividend distributed at any time during the year under 
the Act of 1918 or after the first 60 days of the taxable year under 
the Act of 1918 must be deemed to have been paid from current 
earnings or profits so far as possible, so that the accumulated earnings 
or profits of the taxable year available tbereafter for cash dividends 
or other payments are correspondingly reduced. In the specific illus- 
tration given, therefore, the result is correct, but in a case in which 
the stock dividend was in whole or in part a capitalization of the 
surplus on hand at the beginning of the taxable year, no reduction in 
invested capital should be made because of the capitalization of such 
surplus. 

Section 201, Article 1547: Sale of stock received as divi- 80 — 19 — 684. 
dend. A. R. R. 6. 

(Also Section 202, Article 1561:) 
Treasury Decision 2734 is in accordance with the holding of the 

Supreme Court in the Towne v. Eisner case, and lays down a correct 
method for determining the profit on stock held on March 1, 1913, on 
which a stock dividend has subsequently been received. 

A has appealed to the Committee on Appeals and Review from the 
holding of the Income Tax Unit to the efiect that he is liable for tax 
on profits on the sale of certain stock under the following circum- 
stances: 

The M Company is a corporation having an original capitalization 
of 2x dollars the market value of which on March 1, 1918, was 20y 
dollars per share. In 1915 a stock dividend of 8x dollars, or 150 
per cent, was paid out of surplus and undivided profits. During 
1917 the taxpayer sold shares of stock in the M Company at 20y 
dollars per share, but did not return the profit as taxable income. 
As each 20y dollars of value on March 1, 1918, was represented at 
the time of sale, owing to the 150 per cent dividend, by 2g shares, 
the Income Tax Unit finds that the value of the stock sold as of March 
1, 1918, was 8y dollars per share and that the difi'erence, or 12y 
dollars per share, represented taxable income. 

The committee is of the opinion that the Income Tax Unit is clearly 
correct in this contention. 

The Supreme Court, in the Towne v. Kisner case, after quoting as 
follows from Gibbons v. Mahon (186 U. S, , 549, 559, 560), 'I The only 
change is in the evidence which represents that interest, the new 
shares and the original shares together representing the same pro- 
portional interest that the original shares represented before the 
issue of the new ones, " went on to say, in direct connection with the 
case under consideration, "It is alleged and admitted that he receives 
no more in the way of dividends and that his old and new cet'tsPdatss 
together are ram th only tvhat the oM one8 mere tvortk before. . 
What has happened is that the plainti8's old certificates have been 
split up in efiect and have diminished in value to the extent of the 
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value of the new. " To hold that the appellant's original certificates 
retained their original value of 20y dollars per share and that the 
shares received as a stock dividend had a value of only par, as would 
be necessary to sustain his contention, is to negative the whole rea- 
soning of the court in the above decision. 

Section 201, Article 1548: Distribution in liquidation. 
(See 2 — 19-141, sec. 213(a), art. 52. ) Distribution in liquidation 

extending over two years for which tax rates differ. 

Section 201, Arhcle 1548: Distribution in liquidation. 
(See 30-19 — 635, sec. 213 (a), art. 52. ) Liquidation distributions 

made in installments. 

Section 202. — BASIS FOR DETERMINING GAIN OR LOSS. 

Section 202 (a), Article 1561: Basis for determining 17 — 19 — 470. 
gain or loss from sale. O. 880. 

For the purpose of determining gain or loss resulting from the sale 
nf a homestead upon which entry had been made prior to March 1, 
1918, and patent acquired subsequent to that date, the entryman will 
be regarded as having acquired the property prior to March 1, 1918, 
and the fair market price or value of the property of that date shall 
be taken as the basis. 

Section 202 (a) of the revenue act of 1918 provides: 
That for the purpose of ascertainiug the gain tlerived or loss sustained from 

the sale or other disposition of property, r~al, personal, or ruixed, the basis 
shall be— 

(1) In the case of property acquired before March 1, 1918, the fair market 
price or value of such property as of that date; and 

(2) In the case of property acquired on or after that date the cost thereof; 
I ~ 

The question is raised, in connection with the t'heory that unless 
a homesteader, or the patentee of other lands, made his final proof 
on or before the 1st day of March, 1913, he should be credited only 
with the net cost of the improvements that he has placed upon his 
lands, and that this net value is the deductible sum to be taken from 
the selling price, in case he has sold his land during the taxable 
income year. 

While it is true that the legal title to property acquired under the 
homestead laws does not pass until Government patent is issued 
(U. S. Rev. Stats. , secs. 2288 to 2309; Oregon, etc. , e. Quigley& 80 
Pac. , 401), nevertheless, the entryman from the date of his entry 
holds a "substantial inceptive title. " (Knapp v. Alexander, 237 
U. S. , 162; U. S. v. Buchanan, 232 U. S, , 452. ) If a trespass is com- 
mitted upon the land prior to final proof, the entryman may recover 
damalres as would the holder of the fee, and practically no allowance 
is male for the actual state of the title. (Spokane Falls, &c. , Rail- 
wav v. Zeigler, 165 U. S. , 65; Red River &, Lake of the Woods R. Co. 
e. Ature, 20 N. W. , 229; Atchison T. & S. F. R. Cu. v. Richter, 148 
Pac. , 482 (N. Mex. , 1915); Flint, etc. , Co. v. Gordon, 41 Mich. , 420. j 

Until a "receiver's final certificate" is issued, the homesteader is 
expressly prohibited from alienating the property. Nor can he mort- 
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gage the same. (See Thompson on Homestead Laws. ) But the issus 
of such final certificate conveys the equitable title (U. S. v. Detroit 
Timber Co. , 181 Fed. , 668); and after that time he can sell or 'mort- 

age his interest. (S. S. Dale & Sons v. Grifiith, 45 South. , 548; 
aunhlin v. Fariss, 50 Pac. , 254; Peterson v. Sloss, 81 Pac. , 744; Kent 

Lumber Co. v. Clarke, 140 Pac. , 556; Peyton v. Desmond, 129 Fed. , 1. ) 
At that time also the land becomes taxable (Cannon e. Hood River, 
etc. 154 Pac. , 897) and liable for debts of the homesteader. (Ruddy 
e. Aossi, 154 Pac. , 977. ) Thereafter the Government holds the title 
in trust. (U. S. e. Steenerson, 50 Fed. , 504. ) 

Where several proceedings are essential to complete a particular 
transaction, such as a conveyance or deed, the last proceeding which 
consummates the conveyance is held for certain purposes to take 
e8ect by relation as of the day when the first proceeding was had. 
(Gibson v. Chouteau, 18 Wal. , 92. ) This fiction has been generally 
resorted to by courts whenever the cause of justice is promoted 
thereby. (Knapp v. Alexander, 287 U. S. , 162, 167. It was approved 
by Judge Cooley in Flint, etc. , Railway Co. v. Gordon (41 Mich. , 
420) in the following language: 

If he perfected it, he was entitled to a patent which related back to the time 
when his entry was made and took date with it. 

It is therefore held that for the purpose of determining gain or loss 
resulting from the sale of a homestead upon which entry had been 
Inade prior to March 1, 1918, and patent acquired subsequent to that 
date, the entryman will be regarded as having acquired the property 
prior to March 1, 1918, and the fair market price or value of the 
property of that date shall be taken as the basis. 

No opinion is expressed as to the rule which applies in the case of 
persons acquiring Government lands in any other way than under 
the homestead laws. For decision of such cases it will be necessary 
to examine the statute under which the land is acquired. 

Section 202(a), Article 1561: Basis for determining gain 
or loss from sale. 

(Also Section 208, Article 1588:) 

1-19-10. 
S. 927. 

BAsis Fos CoMPUTING GAIN DERIvED FRQM SALEs oF PRoPERTY DURING 'TAXABLE 
YEAR. 

Where a taxpayer manufactures property and keeps it on hand for a 
number of years, until it is sold in the taxable year 1918, the gain 
derived is the difference between the selling price and the cost, if 
acquired after February 28, 1918, or if acquired prior to March 1, 
1918, the fair market value as of that date; or the difference between 
the selling price and the inventory value of the goods at the beginning 
of the taxable year, on the inventory basis regularly followed by the 
taxpayer; that is, either an inventory basis of cost or an inventory basis 
of cost or market value, whichever is lower. It is not permissible to 
use market value except when it becomes material in taking inventory' 
on the basis of cost or market value whichever is lower. 

Advice is asked as to whether a taxpayer has a legal right under 
section 202(a) of the Revenue Act of. 1918 to take as the basis of 
determining gain or loss on goods sold during the year their in- 
ventory value based upon the market value of the goods as of the 
beginning of the year 1918 instead of their cost at the time acquired 
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(or 1913 value), which was used as the basis of their inventory value 
in former years. 

Section 213 of the Revenue Act of 1918 provides that the term " gross income "— 
Includes gains, profits, and income elerived from salaries, wages, ~ ~ ~ 

or gains or profits and income + + + derived from any source whatever. 
The amount of all such items shall be included in the gross income for the 
taxable year in w'hieh received by the taxpayer ~ 

Section 202(a) provides that for the purpose of ascertaining the 
gain derived or the loss sustained from the sale or other disposition 
of property, real, personal, or mixed, the basis shall be— 

(1) In the case of property acquired before March 1, 1918, the fair market 
price or value of such property as of such date, and (2) in the case of property 
acquired on or after that date, the cost thereof; or the inventory value, if the 
inventory value is made in accordance with section 203. 

Section 203 provides— 
That whenever in the opinion of the Commissioner the use of inventories is 

necessary in order clearly to determine the income of the, taxpayer, inventories 
shall be taken by such taxpayer upon such basis as the Commissioner, with the 
approval of the Secretary, may prescribe as conforming as nearly as may be 
to the best accounting practice in the trade or business and as most clearly 
reflecting the income. 

Article 1582 of Regulations 45 is the ruling of the Department 
pursuant to section 203. 

Inventories shall be valued at (a) cost or (b) cost or market, whichever is 
lower. 

It is stated that the X ( o. has for many years been engaged in 
the business of manufacturing and selling merchandise. This com- 
pany has always carried its unsold manufactured products on its 
books at cost. Practically all the merchandise manufactured in previ- 
ous years and still on hand on January 1, 1917, was sold during the 
calendar years 1917 and 1918. During these two years its market price 
greatly increased in value because of (a) increased costs, (b) war- 
time prohibition of its manufacture, and (c) the approach of general 
prohibition. Thus, merchandise manufactured in 1913, 1914, 1915, and 
1916, although carried on the company's books at cost, was worth 
considerably more at market price on January 1, 1917, had reached 
a stiN higher valuation on January 1, 1918, and was sold during 1918 
for a still higher figure. The result of the ownership of the merchan- 
dise throughout the entire period of six years from 1913 to 1918, in- 
clusive, was that the company received on the sales made in 1918 a 
proiit which was the result of a gradual increase in value covering 
the whole period. 

The position of the taxpayer is that the profit should be spread 
over the time of such gradual increase in value, the increment occur- 
ing in any year to be taxed at the rates applicable to that year. This 
contention has frequently been made in the case of property owned 
before March 1, 1913, and after gradual increase in value, sold at a 
profit in a later year. But it is definitely set at rest in that connec- 
tion by section 202 (a) of the Revenue Act of 1918, quoted above, 
which follows similar provisions in earlier acts, and compares the 
selling price with cost or value on March 1, 1913, not with value after 
the beginning of the taxable year. 
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6ains and pro6ts constituting income are to be returned as income 
for the taxable year in which received. (Sec. 218. ) At no place in 
the law does it appear that the basis for determining the gain de- 
rived from the sale of property is to be the inventory value based 
upon the market price or value at the beginning of the taxable year 
in which the property is sold. It is only in the case of property ac 
quired after March 1, 1918, that the taxpayer has the alternative of 
using cost or market price, whichever is lower, for the purpose of 
determining the gain derived or the loss sustained from the sale of 
the property. In other words, the rule is that the gain to be returned. 
as income for the year in which derived from the sale of the property 
is to be measured by the di8erence between the fair market value on 
March 1, 1918, or if acquired thereafter, then the cost thereof', or the 
inventory value, i. e. , either on the basis of cost or on the basis of 
cost or market, whichever is lower, and the price received at the sale 
of the property. A taxpayer, therefore, has no legal right to adopt 
any other basis for rendering a return of income'derived from sales 
during the year 1918 than that provided by the law and regulations. 

Mere increase in the value of property is not income to the owner 
for the year in which such increase is said to have occurred. 

(See the following cases, where this rule was applied: Baldwin 
Locomotive Works v. McCoach, 291 Fed. 59; Industrial Trust Co. v. 
Walsh, 999 Fed. 487; and Lynch v. Turrish, 247 U. S. Bol, and the 
cases referred to therein. ) The advance in the value of the mer- 
chandise during the years 1918 to 1916, inclusive, could not be taxed 
as income under the laws then in force, since such advance did not 
represent income within the meaning of those laws. 

It is also argued in the brief that under section 909 (a) the Com- 
missioner is expressly required to recognize inventories at market 
price and that the regulations exceed the power of the Treasury De- 
partment in seeking to limit inventories to those on the basis of cost 
and those on the basis of cost or market, whichever is lower. This 
argument is based on the theory that the draftsmen of the law had 
two bases in mind — that is, a cost basis and an inventory basis — that 
a market-price basis is the only alternative possible to the cost basis, 
and, therefore, that "inventory value" must be market value. As a 
matter of fact, however a Treasury Decision had already established 
two permissible bases of inventory; that is, the inventory on th% basis 
of cost and that on the basis of cost or market value, whichever is 
lower. It would, therefore, be unreasonable to suppose that Con- 
gress, in giving to the Commissioner the power, with the approval of 
the Secretary, to prescribe a basis for inventory, meant to limit him 
to a different alternative than the one he had already established. If 
Congress intended, as the argument assumes, that the Commissioner 
be given no discretion, except to allow inventories at cost and at 
market value, it would hardly have given him discretion as to the 
basis to be used. 

It is, therefore, held that where a taxpayer manufactures property 
and keeps it on hand for a number of years until it is sold in the tax- 
able year 1918, the gain derived is the difFerence between the selling 
price and the cost, if acquired after February 98, 1918, or if acquired 
prior to March 1, 1918, the fair market value as of that date or the 
difference between the selling price and the inventory value of the 
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goods at the beginning of the taxable year. on the inventory basis 
regularly followed by the taxpayer: that is, either an inventory basis 
of cost or an inventory basis of cost or market value, whichever is 
lower. It is not permissible to use market value, except when it 
becomes material in taking inventory on the basis of cost or market 
value, whichever is lower. 

Section 202, Article 1561. 
(Also Section 203, Article 1582. ) 

5-19-245. 
S-1008. 

BABI8 Fos CGMPUTING GAIN DFRIVED FRGM SALEs oF PRGPFRTY DURING TAxASLE 
YEAR; INVENTGRY VALUEs. 

Where a taxpayer takes inventories on the basis of cost or market 
price, whichever is lower, goods which were acquired before March 1, 
1918, will be inventoried at the market value on March 1, 1918, or at 
the market price at the time of the inventory, whichever is lower. So- 
licitor's Memorandum 927 explained. 

A question has been asked as to the following sentence occurring 
in Solicitor's Memorandum 927: 

It is only in the case of property acquired after March 1, 1918, that the 
taxpayer has the alternative of using cost or market price, whichever is lotver, 
for the purpose of determining the gain derived or the loss sustained from the 
sale of the property. 

The inquiry is whether this sentence is to be construed as meaning 
that a taxpayer who takes inventories on the basis of cost or market 
price, whichever is lower, is precluded from exercising this option as 
to goodh acquired before March 1, 1918. 

The word "cost" in the foregoing sentence was intended in the 
sense of actual cost, as distinguished. from market price of the goods 
on March 1, 1918. The opinion was not intended to cast any doubt 
on the proposition that the fair market value of goods which were 
owned by the taxpayer on March 1, 1918, is to be used in place of 
the actual cost in any calculation of profits, or in any taking of 
inventory. Where a taxpayer takes inventories on the basis of cost 
or market price, whichever is lower, goods which were acquired before 
March 1, 1918, will be inventoried at the market value on March 1, 
1918, or at the market price at the time of the inventory& whichever 
is lower. 

Section 202, Article 1561: Basis for determining gain 19 — 19-498. 
or loss from sale. T. B. M. 78. 

Revenue Act of 1918. — The excess of the proceeds of s sale in the 
year 1915 of stock acquired by the taxpayer prior to March 1, 1918, 
over the market value of such stock on March 1, 1918, detenniued ac- 
cording to the "best evidence obtainable, " is income of such taxpayer 
for the year 1915, regardless of the fact that the sale price of such 
stock was less than the cost of such stock to the taxpayer. 

The question under the Revenue Act of 1918 arises as follows: 
In the year 1900 the taxpayer purchased shares of corporate 
stock at $100 a share, an aggregate amount of 52x dollars, and in the 
year 1915 sold the same shares for 86x dollars, 16x dollars less than 
cost without taking into consideration interest and carrying charges. 
Qn @arch 1, 1918, this stock was quoted on the market at $45 a share, 
tLt which price the entire block of stock would have been worth 24x 
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dollars, 19x dollars less than the amount realized upon the sale of 
the stock in 1915. The taxpayer claims that he is entitled to a 
deduction for loss upon the sale of the stock to the extent of the pro 
rata part of the reduction from cost to sale price attributable to the 
period after March 1, 1918. The Income Tax Unit ruled that he 
was not entitled to such deduction, but that on the contrary the excess 
of the sale price over the market value of the stock on March 1, 1918, 
should be included in his gross income for the taxable year 1915. 
From this ruling the taxpayer appeals. 

Under the Revenue Act of 1918 gain derived from the sa]e of cor 
porate stock is included in gross income and loss, under certain con- 
ditions, is deductible therefrom in determining net income. The 
rule for determining gain or loss, deduced from the most recent decis- 
ions of the Supreme Court, is stated in Treasury Decision 2740. It 
is there said with respect to the Revenue Acts of 1909, 1918, and 1916 
t, hat- 

In order to determine whether there has been gain or loss on a sale, and the 
amount of the gain, if any, in general under all three acts, an amount must be 
withdrawn from the gross proceeds suificient to restore the cost of the property 
or the capital value that existed at the commencement of the period under consid- 
eration (either Jan. 1, 1909, or Mar. 1, 1918). ~ ~ ~ In apportioning the profits 
derived from a disposition of property acquired before and sold after January 1, 
1909, for the purpose of the act of 1909, or acquired before and sold after March 
1, 1918, for the purpose of the act of 1918, the division may be pro rata according 
to the time elapsed or may be based on an appraisal or inventory taken as of 
December 81, 1908, or February 28, 1918. This is a matter of detail, to be 
settled according to the best evidence obtainable and in accordance with valid 
departmental regulations. 

This Treasury Decision is a summary aud interpretation of the 
law as laid down in court decisions rather than an administrative 
regulation. Consequently, it may and, as it purports to, does apply 
to cases arising prior to its date, June 94, 191&. 

The principle underlying the Treasury Decision above referred to 
and the cases upon which it is based is that the gain or loss resulting 
from a sale of corporate stock is the difFerence between its value on 
March 1, 1918 (or, more accurately, Feb. 28, 1918), and the proceeds 
of the sale, and is not the pro rata part of the difFerence between the 
cost of the stock prior to March 1, 1918, and the proceeds of the sale 
attributable to the period after February 98, 1918. Prorating is 
merely a method of determining value as of' March 1, 1918, and is to 
be resorted to only when there is no better method of determining 
such value. When there is a better method it must be used. Market 
quotations of stock regularly bought and sold on the market are ordi- 
narily the "best evidence obtainable" of its value. Any regula- 
tion which purports to make value found by the prorating method 
conclusive as against other evidence which is clearly better must be 
regarded as overruled by Treasury Decision 9740 which prescribes 
that value shall be determined "according to the best evidence ob- 
tainable and in accordance with valid departmental regulations. " 
(See also Regulations 88 (revised), art. 4, pars. 60, 68). It was not 
intended by this Treasury Decision that regulations which exclude 
from consideration the "best evidence obtainable" shall be followed 
and, indeed regulations which have that efFect can not be regarded 
as valid. The case of Hays v. Gauley Mountain Coal Co. (947 U. S. , 
189) is not contra. In it the court approved the use of the prorating 
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method where there was no other evidence of value at the commence- 
ment of the period. 

There is nothing in the present case to indicate, and no claim is 
made, that the value on March 1, 1918, of the corporate stock in 

j uestion was not fairly shown by the market quotations on that 
ate. It follows that the taxpayer is entitled to no deduction for 

loss upon the sale of his stock but that, on the contrary, the sum of 
12x dollars, the excess of the proceeds of the sale of stock in question 
in the year 1915 over the market value thereof on March 1, 1918, 
established by market quotations on that date, should be included 
in his gross income for the taxable year 1915. 

The rulings of the Income Tax Unit are, therefore, affirmed, it 
being held (1) that under the Revenue Act of 1918 the excess of the 
proceeds of a sale in the year 1915 of stock acquired by the taxpayer 
prior to March 1, 1918, over the market value of such stock on March 
1, 1913, determined according to the "best evidence obtainable, " is 
income of such taxpayer for the year 1915, regardless of the fact that 
the sale price of such stock was less than the cost of such stock to the 
taxpayer. 

Section 202, Article 1561: Basis for determining gain 1 — 19 — 11. 
or loss from sale. O. D. 6. 

In the case of an estate which, on March 1, 1918, owned a claim 
against some individual or business or governmental organization, 
the difFerence between the amount received in payment of the claim 
and the actual value of the claim March 1, 1918, is either gain or loss, 
as the case may be, to be reported in the return for the year in which 

„the claim was settled. Interest accrued on the claim from March 1, 
1918, to date of settlement is taxable inconie to the estate. If pay- 
ment was received in securities which can be proved to have been 
worth less than f'ace value, the amount to be reported as taxable in- 

come is reduced accordingly. If the securities are sold, taxable in- 

come will be realized or a deductible loss sustained to the extent of 
the' difference between the amount received from the sale and the 
actual value of the securities at the time acquired. 

Section 202, Article 1561: Basis for determining gain 1 — 19 — 12. 
or loss from sale. O. D. 7. 

In general, value as at March 1, 1918, of property, real, personal, 
or mixed& may be established by consideration of bona fide transac- 
tions in like property occurring on or about March 1, 1918, together 
with all other facts pertaining to such value. 

Section 202, Article 1561: Basis for determining gain 
or loss fi om sale. 

(see 24 — 19-558; sec. 212, art. 28. ) Gain or loss in connection with 

short sales of stock. 

Section 202, Article 1561: Basis for determining gain 
or loss from sale. 

(See 30 — 19 — 684; sec. 201, art. 1547. ) Determination of gain or loss 

on sale of stocks received as a dividend. 
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8ection 202, Article 1562: Sale of property acquired by 80-19 — 687. 
gift or bequest. A. R. M. 7, 

The appraised value oi' stock' as at the time of the creation of a trust 
estate, by appraisers of a State court, creates a presumption only that 
the stock is of the appraised value; this presumption may be rebutted 

, by competent evidence to the effect that the stock was of another 
value than that appraised. 

The stock acquired by this estate consisted of y shares, par value 
x dollars each, of the capital stock of the M company. These shares 
were appraised in 1916 by two appraisers appointed by the probate 
court, at the par value, x dollars a share. In 1918, acting under the 
authority granted them by the terms of the trust, the trustees sold 
the stock for 125x dollars. The question is whether or not any tax- 
able income arose as a result of this sale. 

Article 1562 of Regulations 45 states that the basis for computing 
gain or loss on a sale of this kind is the fair market price or value 
of the property as at the date of acquisition or as of March 1, 1918, 
if acquired prior thereto. The article then states that for the pur- 

ose of determining profit or loss from the sale of property acquired 
y bequest, devise, or descent since February 28, 1918, the value 

appraised for the purpose of the Federal estate tax, or in case of 
estates not subject to that tax, its value as appraised in the State 
court for purposes of State inheritance taxes, should be deemed to 
be its fair market value when acquired. 

The word "deemed" is the past participle of "deem, " which is 
defined by the Standard Dictionary as follows: 

"Deem, 1. To hold in belief, estimation, or opinion; decide as a con- 
clusion; consider; regard; believe. 2. To judge; adjudge; decide; 
sentence; condemn; doom. 3. To expect. 11. i. 1. To have or to be 
of an opinion; think; judge. 2. To pass judgment; decide. " 

The committee is of the opinion that this regulation does not re- 
quire that the value as appraised shall be final or conclusive, but 
merely a presumptive value, which may be rebutted by competent 
evidence. Such evidence in rebuttal has been presented by this. tax- 
payer and the question to be determined is whether this evidence 
does or does not rebut the presumption that the appraised value is 
to be accepted for income taxation purposes. 

The trustees oGer as evidence afiidavits of individuals and balance 
sheets of the M Company as at January 1, 1916, and January 1, 1917. 
These show the following facts: 

(a) That in addition to the par of x dollars paid in stock, assess- 
ments were made on the stockholders during various years up to and 
including December, 1915, in the amount of $x dollars. 

(5) In a report to the State as to the condition of this company on 
the 81st day of December, 1917, the actual value of real estate, 
as near as may be estimated, is stated as 4, 000x dollars. This ex- 
ceeds the total assets shown by the balance sheets mentioned, in each 
yearl by approximately 2, 000x dollars, despite the fact that these as- 
sets include other values than real estate. Such changes as are given 
on the balance sheets between the two years in no wise would account 
for this excess of value from the standpoint exclusively of. added 
properties, nor is it reasonable to assume the entire amount of appre- 
ciation represented by this estimate occurred between the two dates. 
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(c) Sales of stock were made in 1910 at 3x dollars per share, and 
in 1914 at lgx dollars per share. It is expressly stated bx C that 
his reason for selling this stock was the need for money in his busi- 
ness, from which it would appear that these values were conservative. 

('d) An examination of the balance sheets submitted, in conjunc- 
tion with the income tax return for the year 1917, indicates that the 
book value of this stock had not increased between tliese dates. 
In fact the company showed a net loss of 16@ dollars for the calendar 
year 1917, which would indicate that the book value had decreased 
between the two dates instead of increased. 

These facts tend to show that the value of the stock was greater 
as at the time of the creation of this estate than the appraised value 
of par. Furthermore, on the basis of book values, there was a de- 
crease rather than an increase in value during the time it was held 

by the estate. This presumption of a decrease is o8set, it is true, by 
the fact that the lands have been appreciating from year to year in 
value, which appreciation has not been taken into the accounts. 
Inasmuch as the evidence tends to show that the stock was ~orth at 
least 125x dollars at the time of the creation of the estate, and since 
this was the value at which sold, it is not believed that any proflt 
was realized by the trustees, representative of appreciation or other 
increases in value, upon sale. 

Section 202, Article 1562: Sale of property acquired by 
gift or bequest. 
(See 3 — 19 — 198, sec. 219, art. 341. ) Amount taxable in case securi- 

ties held in trust for a beneficiary are sold. 

Section 202, Article 1564: Determination of gain or loss 6 — 19 — 267. 
from exchange of property. T. B. R. 25. 
Under a financial reorganization of a corporation a holder of 

bonds of such corporation who exchanges them for capital stock of 
the corporation of no greater par value does not realize either gain 
or loss. The X Co. , under a reorganization plan, was required to 
surrender certain bonds of the Y Co. and Z Co. , held by it, and to 
accept in exchange therefor capital stock of the Z Co. In such a 
case Section 202(b), of the Revenue Act of 1918, provides as follows: 

~ when in connection with the reorganization, merger, or consolidation of 
a corporation a person receives in place of stock or securities owned by him 

new stock or securities of no greater aggregate par or face value, no gain or 
loss shall be deemed to occur from the exchange, and the new stocl- or securi- 

ties received shall be treated as taking the place of the stock, securities, or 
property exchanged. 

In the present case certain bonds of the, Z Co. and certain bonds of 
one of its subsidiary companies were, under a plan of reorganization, 
exchanged for capital stock of the Z Co. , having a par value equal to 

the par value of the bonds exchanged, and under the section of the 
act above quoted it is held that the nnlv requirement laid down by 
the statute ls that the new securities shall have no greater face value 

than the old. The actual value of the respective securities is imma- 

terial, as is also the fact that the old securities were in the form of 
bonds while the new securities were in the form of stock. 

It is therefore held that no gain was realized nor loss sustained by 

the X Co. from the exchange. 
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Section 202, Article 1564: Determination of gain or loss 19-19~94, 
from exchange of property. T. B. IL 67. 

Revenue Act of f918 — Sec. 808 (5). — Meaning of "fair market 
value" of property received in exchange for other property. 

Section 202 (b) of the Revenue Act of 1918& provides: "'/Then 
property is exchanged for other property the property received in 
exchange shall, for the purpose of determining gain or loss, be 
treated as the equivalent of cash to the amount of its fair mgpkqf 
eagre, if any' 

By the use of the lan~age quoted Congress recognized that for 
the puropose of determining gain or loss derived from the exchange 
of property for property, property received in exchange may not 
have any "fair market value, " the object o'f the present inquiry is 
to secure a statement in general terms of the circumstances under 
which, for this purpose, property received in exchange may be said 
to have no "fair market value. " 

In the absence of reason to the contrary the words, "fair market 
value" must be given their ordinary meaning. The expression 
"market value, " either with or without the ad]ective "fair, " is a 
familiar one and has frequently been defined and explained. With- 
out attempting in this recommendation to collate these definitions, 
it may be said that they amount in substance to this, that the 
"market value" of property is the fair value of. the property in 
money as between one who wishes to purchase and one who wishes 
to sell. It is not, however, what can'be obtained for the property - when the owner is under peculiar compulsion to sell or the purchaser 
to buy; nor is it a purely speculative value which an owner could 
not reasonably expect to obtain for the property although he might 
possibly be fortunate enough to do so. "Market value" is the 
price at which a seller willing to sell at a fair price and a buyer wiH- 
mg to buy at a fair price, both having reasonable knowledge of the 
facts, will trade. It implies the existence of a public of possible 
buyers at a fair price. The adjective "fair" emphasizes the idea of 
fairness inherent in this conception of market value, and excludes 
any possibility of a construction of the words "market value" with 
reference to a market in which, or to circumstances of sale under 
which, for any reason a fair price could not be obtained. Under this 
interpretation property received in exchange for other property has 
no "fair market value" for the purpose of determining gain or loss 
resulting from, such exchange when, owing to the condition of the 
market, there can be no reasonable expectation that the owner of the 
property, though wishing to sell, and any person wishing to buy will 
agree upon a price at which to trade unless one or the ot1ier is under 
some peculiar compulsion; that is, property has no "fair market 
value" when market conditions are such that there would be no trad- 
ing in the property in question at a fair. price. It does not follow, 
however, that property has no "fair market value" merely because 
there is no price therefor established by public sales or sales in the 
way of ordinary business. The fact that there is no "market price" 
or "current price" so established does not indicate that the 

property may not readily be sold at a fair price, and the meaning of 'market 
value" is not ordinarily so restricted. The courts have recognized, 
not only that there are cases in which property has no "market 
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value, " or more properly "market price, " in this restricted sense, 
but also that there are cases in which property has no "market 
value" in the broader sense in which the words are used in the 
statute as herein construed. See Avail v. Platt (169 Mass-, 39") 1 

Montgomery County v. Schuylkill Bridge Co. (110 Pa. St. , 54). 
A construction of the statute in which the words 'fair market 

value" are defined as above indicated is in accord with its theory 
and purpose. A fundamental consideration in income taxation is 
to determine when income, or elements essential to the computation 
of income, such as gain and loss, are realized. Clearly, gain or loss 
is realized upon the sale of property for cash. It seems, moreover, 
that even apart from express statutory provision gain or loss is 
realized from the exchange of property for other property which 
may fairly be said to be the equivalent of cash. See California 
Copper Syndicate e. Harris (41 Scot. L, R. , 691; 5 Tax Cas. 159). 
S'uch was the ruling of the Bureau uncler the Revenue Acts of 1918 
and 1916 (see Law Opinion, 484), and the Revenue Act of 1918 ex- 
pressly recognizes this principle in the language now under consid- 
eration in providing that "the property received in exchange shall 

be treated as the equivalent of cash. " It is reasonable to 
regard property which has a "fair market value, " as the words are 
herein defined, as "the equivalent of cash. " A taxpayer receiving 
such property can determine the amount of his gain or loss in terms 
of cash with a reasonable degree of certainty and can, if. necessary, 
without undue sacrifice obtain by the sale of such property cash 
with which to pay his taxes. It is, however, unreasonable to regard 
property which has yo "fair ~'rket value, " in this sense, as "the 
equivalent of. cash. " A taxpayer receiving such property can neither 
determine the amount of his gain or loss with certainty nor obtain 
cash by sale of the propertv without sacrifice. 

It may be argued against the construction here given to the words 
"fair market value" that these words are used in other parts of the 
statute in such a way as to imply that property always has a "fair 
market value" and that the same meaning should be given to the 
words throughout the statute. Thus, in ascertaining gain or loss 
upon the sale or other disposition of property acquired before March 
1, 1913, the basis is "the fair market price or value of such property 
as of that date" (sec. 202(a(1) ), or, where, stock or securities ac- 
quired before March 1, 1918, are exchanged for other stock or 
securities in connection with a reorganization, merger, or consolida- 
tion, "the fair market value as of that date" (sec. 202(b) ). So in 
ascertaining the amount of depletion in the case of property acquired 
before March 1, 1918, the basis is the "fair market value 
on that date, " and in the case of property having a discovery value 
the basis is the "fair market value of the property at the date 
of the discovery, or within 30 days thereafter. ' (Sec. 214(a) (10); 
284(a) (9). ) 

The provisions above quoted raise no necessary implication that 
property always has a "fair market value. " The resort to "fair 
market value" in the case of discovery can be made only where the 
"fair market value of property is materially disproportionate to the 
cost"; that is, it must appear that the propertv has a "fair market 
value" and that such value is materially disproportionate to cost. 
There is no presumption that either fact exists. In the case of de- 
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pletion of property acquired before March 1, 1918, "fair market 
value" is to "be taken in lieu of cost up to that date. " The natural 
construction of this language is that ' fair market value" is to be 

taken wherever possible, otherwise "cost up to that date. " 
ascertaining the gain or loss resulting from the sale or other disposi 
tion of property the purpose of valuing such property on March 1, 
1918, is to determine the amount which must be withdrawn from 

the sale price in order to keep the capital intact. In the case of 
a sale or other disposition of property, not, however, including 

depletion (see Stanton v. Baltim Mining Co. , 240 U, S. , 108), it 
would be necessary to so withdraw the value of the property on 

March 1, 1918, even if there was no statutory provision therefor, 
See Doyle v. Mitchell Bros. (247 U. S. , 179); Lynch v. Turrish 

(247 U. S. , 221); Southern Pacific Co. v. Lowe (247 U. S. , 880). 
The present statute must be construed as authorizing the withdrawal 

of such value. This result can be reached either by holding that 
all property had a "fair market price or value" on March 1, 1918, 
or by holding that "fair market price or value" is the statutory 
measure of the value to be withdrawn in any case in which the 

property has a "fair market price or value, " but that where it has 

no such "fair market price or value" other means of measuring 
value must be resortecl to. The latter interpretation gives to the 

words "fair market "' * * value" their ordinary meaning, and, 
while recognizing that they' have the same meaning throughout the 

statute, gives e8ect to the words "if any" in the paragraph under 
consideration. It seems, therefore, the more reasonable. 

(Since "fair market price, " if not synonymous with "fair market 
value" is narrower in its scope, it seeins unnecessary to distinguish 
between the expression " fair market price or value " and " fair market 
value. " While it is possible to construe the words "fair market" 
as. modifying only the word "price" and not the word "value" in 
section 202(2), the use of. the phrase "fair market value" in other 
parts of the statute seems to indicate that this is not the proper 
construction. It may be noted, however, that if this construction 
were adopted the same result would be reached as is reached on the 
lines developed in this recommendation. ) 

Some practical bearings of the construction herein given to the 
statute should be noted. Statements herein made are, however, far 
from exhaustive of a subject of special di%culty in the application of 
a general principle to specific cases. In determining whether prop- 
erty has a "fair market value" all available evidences must be con- 
sidered. A case in which property has no " fair market value" should 
be regarded as unusual, and a determination that property has no 
"fair market value" should not be made lightly. Property is not 
without "fair market value" merely because there is a considerable 
divergence of opinion as to its value. "Fair market value" is to 
a large extent a matter of opinion and men of equally wise judgment 
will differ widely in their opinions. Frequently excellent evidence 
as to the "fair market value" of property, especially that which, 
though not ordinarily traded in, has a value in use, is found in its 
cost, or in the cost of reproducing it, with adjustments for deprecia- 
tion and the like. . (It should be noted, however, that while cost is 
frequently excellent evidence of "fair market value, " "fair market 
value" may be either greater or less than cost and must, wherever 
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made the statutory test. be taken regardless of its relation to cost. ) 
As alreadv pointed out. property can not be said to have no "fair 
market value" merely because no price therefor is established by pub- 
lic sales or sales in the way of ordinary business. Of course it is not 
essential that property be listed or tracked in on any exchange in order 
that it may have p 

' fair marl, -et value. " For example, stock in a 
small closelv held corporation does not iso facto lack "fair market 
value, " nor does article 1568 of Regulations 45 so hold. Evidence as 
to the assets and liabilities of such a corporation and as to its earnings 
may furnish very definite indications as to its "fair market value. " 
Fven if a corporation is newly organized and has never done business 
as such, but has succeeded to the business of an individual or partner- 
ship, its stock will ordinarily have a "fair market value" ascertain- 
able by reference to its assets and liabilities, the history of the specific 
business, and the history and conditions of the industry in general. 
Similar considerations apply to other kinds of property, 

In any case in which it is found that property received in exchange 
has no ' fair market value" and that„consequently, no gain or loss 
results from the exchange. the property received in exchange is to be 
treated as taking the place of the property exchanged therefor and 
takes as its value for the purpose of computing depreciation, deple- 
tion and gain or loss resulting from sale or other disposition, the cost, 
or the market value on March 1, 1918. or on the date of discovery, as 
the case may be, of the property' exchanged for it. Property which 
has no "fair market value" for the purpose of determining gain or 
loss under section 209 (b) has no "fair market value" for any of the 
purposes of the Revenue Act of 1918. 

It is held, therefore, that section 909 (b) of the Revenue Act of 
1918 must be construed as recognizing that there are exchanges of 
property for other property which do not result in taxable gain or 
deductible loss for the reason that the property received in ex~change 

has no "fair market value. " A general statement as to the circum- 
stances under which this is true is made in the body of this recom- 
mendation. 

Section QOQ, Article 1564: Determination of gain 25-19580. 
or loss from exchange of property. O. D. 808. 

The exchange of old bonds of a corporation for bonds of a new issue 

having an extended maturity date and bearing a higher rate of 
interest does not fall within the provisions of article 1564 (b), Regu- 
lations 45. 

Section 20$, article 1565: Exchange for different kinds 9 — 19 — 148. 
of property. O. D. 98. 

iVo taxable income accrues on an exchange of bonds purchased 
prior to March 1, 1918, for 57 per cent of the face value of the old 
bonds in new bonds of the same company and 48 per cent in cash. 
The cash should be regarded as a return of part of the illarch 1, 
1918, value of the old bonds, and thc cost of the new bonds for the 

purpose of computing gain or loss in case of sale or other disposition 
of such bonds will be deemed to be the difference between the casn 

received at the time of exchange and the value of the old bonds on 

March 1, 1918. 
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Section 202, Article 1565: Exchange for difi'erent kinds 
of property. 

(See 8-19 — 834, sec. 826, art. 886. ) How gain or loss shall be deter- 
mined where bondholders purchased at foreclosure sale property cov 
ered by the mortgage securing bonds, transferring said property tp 
new corporation in exchange for its to'tal authorized stock issue. 

Section 202, Article 1566: Exchange of property and 21-19-521. 
stock. T. D. 2924. 

Revenue act of 1918 — ModiQcation of articles 1566 and 1567 of Regulations 45, 

1. Article 1566, of Regulations 45, first authorized April 17, 1919, 
is considered as not being warranted in law, and is hereby modified 
to read: 

AnT, 1566. Eachange of property and stock. — Where property is transferred 
to a corporation in exchange for its stock, the exchange constitutes a closed 
transaction and the former owner of the property realizes a gain or loss if the 
stock has a nrarket value, and such market value is greater or less than the 
cost or the fair market value as of March 1, 1916 (if acquired prior thereto), 
of the property given in exchange. I&'or the rule applicable where a corporation, 
in connection with a reorganization, merger, or consolidation, exchanges prop- 
erty for stock, see article 1567. 

Section 202, Article 1566: Exchange of property and 22 — 19 — 530. 
stock. T. B. R. 71, 

A dividend or distribution in liquidation made December 81, 1917, 
by a subsidiary corporation to a parent corporation represented a 
gain or loss to the parent company for the purpose of income tax in 
the amount of the difference between the distribution received by the 
parent company and the cost to it of the st'ock of the subsidiary com- 
pany, or its value on March 1, 1913, if acquired prior thereto. Such 
gain. if any, is subject to income-tax rates applicable for the year 
1917. 
Section 202, Article 1567: Exchange of stock for other 21 — 19 — 522. 

stock of no greater par value. T. D. 2924. 
Revenue Act of 1918. — Modification of articles 1566 and 1567 of 

Regulations 45. 

2. Article 1567 of Regulations 45, as amended by Treasury Deci- 
sion 2870, is amended to read as follows: 

ART. 1567. Evchange of stock for other stock of uo greater par value. — In 
general where two (or more) corporations unite their properties by either (a) the dissolution of corporation B and the sale of its assets to corporation A, or (b) the sale of its property by B to A and the dissolution of B, or (c) the 
sale of the stock of B to A and the dissolution of B, or (d) the merger of B into A, or (e) the consolidation of the corporations, no taxable income is 
received from the transaction by A or B or stockholders of either, provided the sole consideration received by B and its stockholders in (a), (b), (c), and 
(d) is stock or securities of A, and by A and B and their stockholders in (e) is stock or securities of the consolidated corporation, in any case of no greater 
aggregate par or face value than the old stock and securities surrendered. The 
term "reorganization, " as used in section 202 of the statute, includes cases 
of corporate readjustment where stockholders exchange their stock for the 
stock of a holding corporation, provided the holding corporation and the 
original corporation, in which it holds stock, are so closely related that the 
two corporations are afiiliated as defined in section 240 (b) of the statute 
and article 686, and are thus required to file consolidated returns. So-called "no-par-value stock" issued under a statute or statutes which require the 
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corporation to iix ln a certidcate or on its books of account or otherwise an 
amount of capital or an amount of stock issued which mav not be impaired by 
the distribution of dividends, will for the purposes of this section be deemed 
to have a par value representing an aliquot part of such amount, proper ac- 
count being taken of any preferred stock issued with a preference as to 
principal. In the case (if any) in which no such amount of capital or issued 
stock is so required, "no-par-value stock" received in exchange will be re- 
garded for purposes of this section as having, in fact, no par or face value, 
and consequently as having "no greater aggregate par or face value" than the 
stock or securities exchanged therefor. 

Section 202, Article 1567: Exchange of stock for other 12 — 19 — 896. 
stock of no greater par value. T. B. R. 89. 

REvzNvs AcT oF 1918, SEGTIoN 202. 

1. Mere multiplication of the number of shares of a corporation 
(resulting from the exchange of four new shares, each having a par 
value of $25 for each old share of $100 par value) when not ac- 
companied by conversion of surplus into capital stock or revalua- 
tion of assets, does not give rise to taxable ain or income to stock- 
holders making the exchange. 

2. Where a corporation amends its charter so that instead of having 
10, 000 shares of no-par value, the same stockholders will hold 100, 000 
shares without par value, neither the original charter nor the amend- 
ment having any stated capital in dollars, this multiplication of shares 
being not accompanied by conversion of assets into capital stock or 
any revaluation of assets, such a transaction does not give rise to tax- 
able gain or income to stockholders making the exchan e. 

(A) A corporation, having an authorized and issued capital stock 
each share of which has a par value of 4xdollars, proposes, after 
appropriate amendment of its charter, in efFect to divide such capital 
stock by reducing the par value of ea~ch share to xdollars per share, 
and by exchanging with each stockholder four new shares for one old 
share. Will the new shares constitute taxable income in the hands 
of the stockholders; and if so, to what extent & 

(B) A corporation, having an authorized and issued capital' stock 
represented by shares of no-par value, but having no stated capital 
in dollars, proposes, after appropriate amendment of its charter, to 
have such capital stock represented by an increased number of 
shares without par value, the new shares to be exchanged for the old 
on a basis of 10 to 1. No transfer of surplus to capital will be made 
in connection with the transaction. Will the new shares constitute 
taxable income in the hands of the stockholders; and if so, to what 
extentl 

, The corporation mentioned in paragraph (B) of the attached letter 
has been in existence for several years and is a going concern. No 
revaluation of its assets is contemplated in connection with the pro- 
posed transaction, and its surplus will be exactly the same after as be- 
fore the issuance of the new shares, The object which is sought to be 
accomplished in cases (A) and (B) is identical; namely, to reduce 
the market value of each share of the corporations involved and to 
thus increase the marketability of all the shares. 

The new shares will not constitute taxable'income in the hands of 
the stockholders, or more accurately stated. neither transaction will 
give rise to gain, profit, or income taxable to the stockholders con- 
Mrlled. 

108022' — 22 — 4 
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Section 202, Article 1567: Exchange of stock for, other 10-19-858. 
stock of no greater par value. O. D. 204. 

For the purpose of determining whether any taxable in 
derived by each individual stockholder of a corporation from such 
transactions as described in article 1567 of Regulations 45, the phrase 
"aggregate par value" as used in that article means the aggregate 
par~ value of stock of each individual stockholder exchanged for 
new stock and the aggregate par value of such new stock received by 
each individual stockholder. 

Section 202, Article 1568: Detei mination. of gain or loss 29 — 19 — 628. 
from subsequent sale. O. D. 885. 

The word "or" as used in the phrase "stock or securities" in 
section 202(b) of the Revenue Act of 1918 is synonymous with the 
word "and" and when taken in connection with that section means 
that in case of. a reorganization, merger, or consolidation of a cor- 
poration, a person may turn in either stock or securities, or both, 
and accept in exchange therefor either new stock or securities, or 
both, of no greater par or face value, without being liable fo'r tax on 

any gain from such exchange. 

Section 202, Article 1570: Readjustment of partnership 10 — 19 — 854. 
interests. T. B. R. 84. 

(Also Section 218, Article 822. ) 
Recommendation as to the basis of individuals' tax liability where a 

distribution of partnership profits is made in securities carried in an 
investment account by the partnership. 

On December 81, 1917, in accordance with a previous agreement, 
a partnership; distributed to its individual partners as their pro- 
portionate share of the profits for the year stocks and bonds having 
a book value of 9x dollars. These securities were carried in an in- 
vestment account by the partnership and on the above-mentioned 
date it delivered to the individual partners all of the securities held 
by it, except x dollars in Liberty bonds, at current market prices 
on the exchange as at that date. The book value of the securities 
distributed was 9x dollars. The market value of these securities as 
of December 81, 1917, the date of distribution, was 8x dollars. The 
inquiry is as to whether this distribution is a bona fide sale within 
the meaning of Regulations 83, revised, the result of which would be 
to allow the partnership to claim the loss of x dollars, or whether 
it is a distribution of capital as between partners, the loss, if any, 
to be claimed by them as individuals upon the actual sale of the 
securities received in such distribution. 

The books of the taxpayer show that the securities were actually 
distributed to the respective partners on account of their respective 
shares in the profits of the firm for the year ended December 81, 
1917, the value being placed at the bid market price on December 
81, 1917, in lieu of selling same through the exchange and dist'ribut- 
ing the proceeds. It is stated that the current earnings were sufilcient 
to cover the distribution. 

In any case the matter should be treated in only one way. Under 
the acts of 'September 8, 1916, and October 8, 1917, the members of 
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a partnership are liable for income tax proper only in their individual 
capacities (although the partnership as such is liable under the 
Revenue Act of 1917 for excess-profits tax), and the share of the 
pro6ts of the partnership to which any taxable partner would be 
entitled if the same were divided, whether divided or otherwise, was 
the amount which such partner was required to return for taxation. 
Under such circumstances the distribution of an asset by the partner- 
ship to a partner can not be regarded as such a sale or distribution 
as could result in a taxable gain or loss. To hold otherwise would 
for all practical purposes be tantamount to a holding that a person 
might sell at a profit or loss to himself, and we see no reason why 
this situation is in substance changed by the fact that for one year 
the partnership income was subject to excess-pro6ts taxation as a 
unit. This is especially true where the asset in question consists of 
homogeneous securities which could be divided without materially 
changing their value, Had the partnership or the partners wished 
to make an actual sale and reahze an allowable loss, the securities 
doubtless would have been sold to outside parties. Moreover, it is 
significant that the department holds, even in the dissolution of a 
partnership, that if a partnership distributes its assets in kind, the 
partner realizes no gain or loss until he disposes of the property' 
received on distribution (art. 1570, Regulations 45, Revenue Act of 
1918). The same conclusion follows a fortiori when the partnership 
in the course of dividing its profits, distributes certain assets among 
its members. 

The Advisory Tax Board, therefore, recommends that, first, each 
partner be taxed on the basis of his distributable share of the partner- 
ship profits for the year 1917, which partnership profits will be 
ascertained without claiming any loss with regard to the unsold 
securities held in the investment account of the partnership; and 
second, that the individu'al partners receiving these securities as a 
distribution of partnership profits shall determine their future gair. 
or loss when such securities are sold and on the basis of the cost of 
the securities to the partnership or their market value on March 1, 
1913, if acquired before that date. 

Section 203. — INVENTORIES. 

Section 203, Article 1582: Valuation of inventories. 

(See 4 — 19 — 211, sec. 212, art. 23. ) Estimated inventories. 

Section 203, Article 1582: Valuation of inventories. 16-19-457. 
T. B. R. 48. 

The valuation of inventories upon the basis of average cost is not in 
accord with the provisions of the acts of October 8, 1918, September 8, 
1916 (including this act as amended October 8, 1917), and the revenue 
act of 1918, and where used amended returns may be required. 

Request has been made for advice as to whether the average cost 
method of taking inventories used by certain corporations is per- 
missible under the act of September 8, 1916, or under the act of 
October 3, 1917. Briefly stated, the method in question is as follows; 

Materials purchased during a month are added, both as to quantity 
and cost, to the quantity and cost balance brought forward from the 
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previous month, and an average cost to the close of the month is 
computed by dividing the total quantity into the total money figures. 
This average is then applied to the quantity of materials used for 
manufacture during the month, and the amount so computed is 
credited to the material account. This process is a well-established 
custom, which has been adopted by the leading concerns of the trade. 
The importance of the question in the particular instance now under 
review lies in the fact that materials purchased are not currently 
consumed in manufacture, but are held for ageing purposes anywhere 
from, say, one to three y~eaiw. Furthermore, prices are subject to 
substantial fiuctuations. Under these circumstances does an inventory 
thus computed form a proper factor for the computation of taxable 
net income under the acts of September 8, 1916, and October 8, 1917& 
It may be well to consider also whether the method is satisfactory 
under the Revenue Act of 1918. Neither the act of 1918 nor the act 
of 1916, including amendments of October 8, 1917, make any direct 
mention of inventories, and it is not until the act of 1918 that any 
statutory rule is laid down. Section 908 of that act provides as 
follows: 

Szc. 203. That whenever, in the opinion of the Commissioner, the use of 
inventories is necessary in order clearly to determine the income of any taxpayer 
inventories shall be taken by such taxpayer upon such basis as the Commissioner, 
with the approval of the Secretary, may prescribe as conforming as nearly as 
may be to the best accounting practice in the trade or business and as most 
clearly reflecting the income. 

Under both of the previous acts, however, the regulations recog- 
nized that inventories are essential factors in the computation of 
gross income, and Regulations No. 88, article 161, issued January 5, 
1914, made the following provision therefor: 

AaY. 161. In order that certain classes of corporations may arrive at their 
correct income, it is necessary that an inventory, or its equivalent, of materials, 
supplies, and merchandise on hand for use or sale at the close of each calendar 
year shall be made in order to determine the gross income or to determine the 
expense of operation. 

A physical inventory is at all times preferred, but where a physical inventory 
is impossible and an equivalent inventory is equally accurate, the latter will be 
acceptable. 

An equivalent inventory is an inventory of materials, supplies, and merchan- 
dise on hand taken from the books of the corporation. 

Regulations No. 88, revised (issued Jan. 9, 1918), require the use 
of inventories but do not lay down any rules as to the basis upon 
which they are to be valued. Treasury Decision 2609 was issued on 
December 19, 1917, and laid down for the first time the rule that 
inventories might be valued upon the basis of (a) cost or (b) cost 
or market, whichever is lower. Before this Treasury decision the 
working rule of the department was that inventories should be taken 
upon cost, but this rule did not find expression in the regulations nor 
in any Treasury decision, nor did it appear upon the return forms 
until the revision of Form 1081, in October, 1916. Treasury Decision 
o609 is, therefore, the first authoritative pronouncement upon the 
subject, and the rule laid down by it is applicable to botJi the 1918 
and the 1916 acts, and it has been incorporated in Regulations 45. 
The rule then being that inventories may be taken upon the basis 
either of (a) cost or (b) cost or market, whichever is lower, does the 
average method come within either of these bases, or does it furnish a 
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new basis which should be recognized as satisfactorily refiecting 
annual net income& 

Commercial practice sanctions the custom of an annual 
for profits or losses, and the income tax laws have required such 
annual accounting. It must be admitted, however, that such a com- 
putation is not onlv difficult, but that a year is in many busines e's a 
period too short to be satisfactory. The processes of production 
ofttimes require more than a year in their course, and the fiuctua- 
tions in volume of business and other items tend to distort the 
financial results of individual years. An able English jurist has 
held in effect that annual income is either a conventional figure or 
a mere approximation. This statement, however, like many other 
striking phrases, is more true in its suggestiveness than in its reality. 
Whatever the difficulty and whatever the degree of accuracy in 
attaining it; the object to be kept in view is the ascertainment of the 
profits during the year which have been realized upon sales actually 
made, inasmuch as profits can arise only through the sale or exchange 
of property. The value of merchandise or other property may 
increase while in the hands of the owner, but mere appreciation in 
value is not profit. To be pro6t the appreciation must be realized 

by passing through the door of sale or exchange. Appreciation may 
become profit, and it does do so when realized. It may, and fre- 
quently does, fail to realize. The logical method of computation is, 
therefore, to apply against the total sales of the period the cost of 
the goods covered by such sales, and the difference between these 

two amounts represents gross profits. Precisely this is accomplished 

when inventories are taken upon the basis of cost. 
A loss, although seemingly the opposite of a profit, may, however, 

fall under a difFerent rule. A. loss may be occasioned by physical 
destruction or deterioration of property included in an inventory 

or it may be attributable to changes in styles or other causes affect- 

ing salability, or it may be occasioned by shrinkage in market value. 

Where such losses arise, even though not fully consummated by a sale 

of the goods, the fact should nevertheless be recognized, and when 

such goods are taken in an inventory they may, if the taxpayer so 

elects as a consistent policy, be valued at market instead of cost, 
where market is lower. This is true even in spite of the possibility 

that conditions may change, and at a date before a sale is made the 

goods may again be worth their original cost. Income must be a 

thing sufficiently real to be capable of being taken out of. a business 

by its owners without impairment of capital. It is to be noted, how- 

ever, that corporations can seldom distribute currently all of their 

pro6ts, and that the considerations governing the payment of divi- 

dends are not applicable to the computation of pro6ts. The exact 

point at which an impairment of capital begins is one that can not 

easily be determined with precision, and questions of doubt as be- 

tween income and capital must be resolved in favor of capital. In a 

very real sense losses may be admitted, while profits must be proved. 

Capital once impaired is gone, but the admission of a loss not fully 

realized by a completed transaction results in nothing more serious 

than a postponement of profit to a subsequent period. The imposi- 

tion of an Income tax in effect compels a withdrawal of a portion 

of the income from the business, and the tax is imposed ratably 
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upon all net income. so that if through an error in coinputation a 
stated figure of income includes any amount of capital the tax is im- 
posed not upon income but upon capital. The rule of cost or market, 
whichever is lower, even though it may appear to lack in consistency, 
thus, nevertheless, rests upon solid ground, and its widespread adop- 
tion throughout the business world amply justified its adoption for 
tax purposes. 

As already indicated, the starting point in the computation of 
annual income must be the sales made during the year. It is the 
profits or losses upon these sales that are to be computed if any 
actuality is to be attained. To do otherwise is to invite speculation 
and confusion. To give annual profits and losses meaning and in- 
tegrity they must be arrived at by a logical computation which 
recognizes that each year acquires from its predecessor certain 
potentialities and turns over to its successor the property as it exists 
at the end of the year, and it scarcely needs to be said that the basis 
of valuation at the beginning and end of the year must be reason-. 
ably uniform. If the starting point in the computation of annual 
profit or loss is the sales made during the period, the next step is 
the computation of the amount that is to be charged against such 
sales in respect of th cost of the goods that have gone into the 
sales. This must include (1) the cost of the goods included in the 
sales, less any portion of such cost which may have in efi'ect, through 
a previous. inventory based upon a market lower than cost, been 
charged against the sales of a previous year, and (9) where as a 
consistent policy inventories are taken upon the basis of inarket 
when it is less than co:t, such further amount, if any, as may be re- 
quired to reduce the goods in the inventory to the level of a low'er 
present market. To charge against the sales of a year a sum less 
than the total found under (1) and (2) above will show as profits 
an amount larger than the profits actually realized upon the sales of 
the period. In a business requiring goods to be carried for lengthy 
periods and where an average method of inventory valuation is 
used, this overstatement of profits will occur whenever the current 
market is declining, while on an advancing marl. -et the profits on 
the actual sales of the year will be understated. - When the market 
is stable the average method will refiect with approximate accuracy 
the true profits, and in a business in which the turnover is rapid, the 
effect of such a methoo. upon the computation of annual income is 
small as compared with a business in which it is necessary to carry 

oods, such as raw materials, for long periods. In such cases, so 
ong as the annual profits are stated with substantial accuracy, tax- 

payers should not be required to make inventory changes which are 
annoying to them and v, hich are without commensurate importance 
to the Government. The average cost method of inventorying may, 
however, have an important e8ect upon taxation, and in. the cases 
now under consideration it appears to have a material bearing upon 
the amount of the tax. The computation of net income upon such 
a basis results in an assignment of income to a year, not upon the 
basis of the transactions of the year, but upon the basis of transac- 
tions part of which spread over more than a year. To be strictly 
logical, such a method should, moreover, include a similar averaging 
of sales. This would;end toward uniformity of annual profits and 
might, in fact, refiect the profits as accurately as the partial aver. 
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age method, b»t it, would be a far departure from an actual com- 
putation. Aa annual accounting period is a fundamental require- 
rnent of the fcederal income-tax legislation. and every computation 
of taxable net income must be made in conformity therewith. This 
the average cost inventory methofl failed to do, and its use can not 
be approved as meeting the statutory requirement. 

The Advisory Tax Board is, therefore, of the opinion that the 
average cost inventory method does not conform to the requirements 
of the act of October 8, 1918, the act, of September 8, 1916 (includ- 
ing this act as amended October 8, 1917), and the Revenue Act of 
1 9 1 8y but) having regard to the f act that in the earlier years tax- 
payers were not advised as to the basis upon which inventories should 
be taken, and that returns have been made to and accepted as satis- 
factory by the department in tnany cases in which such an average 
cost inventory method has been used, the board. recommends that no 
revision of net income be made in years prior to 1917 in cases where 
taxpayers have, as a matter of consistent practice used an average 
cost inventory method. Amended returns should be 61ed or other 
proper correction made in the case of returns for the taxable year 
1917 or any subsequent year in which the income through the use of 
such an average cost inventory method is materially larger or smaller 
than it would be if computed on the basis of an inventory correctly 
valued. 

Section 263, Article 1582: Valuation of inventories. 22 — 19 — 581. 
T. B. R. 65. 

Revenue Acts of 1917 and 1918. — The base-stock method of taking 
Inventories is not warranted by the law or the regulations. 

The question is raised as to whether under the Revenue Acts of 
1917 and 1918 the so-called "base stock, " "minimum, " or "cushion, " 
hereinafter referred to as "base stock, " method of taking inventories 
may be used. 

Section 208 of. the Revenue Act of 1918 provides as follows: 
That whenever in the opinion of the Commissioner the use of inventories is 

necessary in order clearly to determine the income of any taxpayer, inventories 
shall be taken by such taxpayer upon such basis as the Commissioner, with 
the approval of the Secretary, may prescribe as conforming as nearly as may 
be to the best accounting practice in the trade or business and as most clearly 
reflecting the income. 

Article 1582 of Regulations 45 provides in part that: 
Inventories should be valued at (a) coat, or (b) cost or market, whichever 

is lower. 

According to the base-stock method of taking inventories a manu- 
facturer or dealer values at the same price year after year the 
minimum quantity of goods which he must have on hand at all times. 
If this method is accepted as sound, a second question arises as to the 
method of determining this price. In the present case the closing 
inventory for the year 1916 was adopted as the minimum basis for 
quantity and unit of price, though there was some modification in 
the following year for new lines of goods. 

Clearly the base-stock method of taking inventories is not within 
the terms of the regulations — that is, it is not such a basis as the Com 
missionei', with the approval of the Secretary, has prescribed 
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remains to consider, however, whether such a method should be so 
prescribed " as conforming as nearly as may be to the best accounting 
practice in the trade or business and as most clearly reflecting the 
income. " 

The facts oefore the Advisory Tax Board do not warrant the con- 
clusion that there has been any general adoption of the base-stock 
method of taking inventories as an "accounting practic!, " or that it 
has had any considerable recognition as the "best" accounting 
practice. On the contrary, it is certain that the method has not been 
widely adopted. The argument from usage is against rather than m 
favor of it. To sanction this method of inventorying in the case of. 
the very small minority of taxpayers who have used it — some like the 
appellant, only for the last year or two — would work an unjustifiable 
discrimination against the great majority of the manufacturers and 
dealers who have not used it. Returns for 1918 must be made 
in accordance with the method of accounting regularly employed in 
keeping the books of the taxpayer, provided this method clearly 
reflects the income (sec. 212 (b)). Probably more than 95 per 
cent of the manufacturers and dealers in this country — certainly a 
very large majority of them — keep their books in accordance with 
methods other than the base-stock method. Unequal and discrimi- 
native treatment of this kind is to be avoided whenever possible. 
The "best accounting practice" set up in section 203 as the guide or 
standard for the commissioner must be a practice which not only 
clearly reflects the income but which has been "regularly employed, " 
presumably for a number . of years, by a majority of the taxpayers 
involved. A procedure to become a "practice" must bo widely used 
and must have withstood the changing tests of time. Practically 
none of these tests is met in the present appeal. In particular, the 
fact that so few business concerns use the base-stock method is 
strongly suggestive of the truth that it does not truly reflect the 
income. 

That it is a truth appears as clearly upon analysis as upon an 
examination of trade practice. The present Federal income-tax 
system is based upon an annual accounting period. The object of 
an inventory is to assign to an annual accounting period its profits 
and losses. The effect of the base stock inventory method is to 
assign all profits and losses in respect of the minimum inveritory to 
the year in which such inventory is liquidated. This result is 
accomplished through ignoring sales and exchanges of individual 
items of the inventory and treating the minimum inventory as a 
unit. Each sale or exchange of property for other property having 
a market value is, however, in fact a realization of taxable profit or 
deductible loss in tBe year in which it occurs and a method of account- 
ing which disregards such realization does not truly reflect income. 
Such profit is not, as suggested by counsel, unrealized appreciation. It is none the less taxable profit because immediately reinvested in 
inventory. (Moreover, such reinvestment is not an operating 
expense but, on the contrary, is an expenditure for working assets. ) Similarly, loss so realized is none the less deductible loss even though 
the inventory is not reduced in quantity. In some cases highly 
conservative business concerns reckon 8'adit profts by comparing 
current costs with current sales, disregarding basic inventorv gains 
as quasi-capital gains; but even such concerns do not ordinarily 
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disregard inventory losses. This makes it clear that the basic stock 
method is a mere counsel of conservatism. which ignores quasi- 
capital gains from motives of prudence. We do not believe that 
profit from the sale of a basic or minimum, inventory is ordinarily 
a, capital gain, but whether it is or not such gains when arising in 
an annual accounting period by reason of transactions which. taken 
by themselves, constitute realizations of profit or loss can not be 
disregarded under American (as distinguished from British) income- 
tax laws. To disregard them is to overstate or-understate, as the 
case may be, profits for the annual accounting period. Where the 
base stock method is used it is true, as was stated in Advisory Tax 
Board Recommendation 48 with respect to the average cost inven- 
tory method that "in a business requiring goods to be carried for 
lengthy periods * " 

this overstatement of profits will occur 
whenever the current market is declining, while on an advancing 
market the profits on the actual sales of the year will be under- 
stated. " The Advisory Tax Board, therefore, concludes that the 
base stock inventory method does not "most clearly" refiect income. 
For a more complete discussion of the subject of inventories see the 
Advisory Tax Board recommendation above referred to. 

The fundamental theory underlying this method is unsound 
While the taxpayer in question happened to adopt 1916 prices in 
introducing this method of inventorying, the usual practice and gen- 
eral object of the basic method is to get the base or constant stock 
at a figure below cost and hold it there. It arises not from a desire 
to measure capital and net income accurately, but to play safe, 
stabilize profits, and provide reserves against possible future losses. 
It is a result of essentially the same policy and theory which lead 
bankers to write down their buildings to a nominal figure and to 
accumulate hidden reserves. These practices have never been al- 
lowed by income-tax law and procedure in the case of banks. They 
can not be allowed in the case of manufacturers. Excessive conserva- 
tism in measuring or accounting for capital and income may be 
nearly as deleterious as the excessive optimism which in the past led 
some corporations to overstate profits. The latter leads to bank- 
ruptcy. The former leads to various evils and brings retributive 
penalties when occasion arises to measure capital (or "invested cap- 
ital" ) for the purposes of rate inaking, profit, regulation, and the 
determination of excess-profits taxes. 

The base stock inventory is suggested as a method of equalizing 
gains and losses over a period of abnormal price conditions. In 
substance it results in offsetting an inventory gain of one year against 
an inventory loss of another rather than in assigning to each year its 
true gain or loss. The fact that the revenue act of 1918 in its pro- 
visions 'with respect to inventory loss and net loss (sections 904, 
914 (a) (19), o34 (a) (14), authorizes in some cases the carrying of 
a loss realized in one year into accounts of another year is some 
indication that Congress did not intend that the ordinary inventory 
provisions should be construed to authorize such a transfer. Fur 
thermore, the argument that the application of the ordinary rules as 
to inventories results in hardship is met by the fact that Congress 
4as authorized relief against hardship through the medium of these 
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inventory and net loss provisions in cases which are within the terms 
thereof. 

The general importance of this subject makes it worthy of note 
, that a distinguished British conunission — the Committee on Finan- 

cial Risks Attaching to the Holding of Trading Stocl. -s — after a 
thorough investigation and analysis of this subject, decided against 
the base-stock method of inventorying in its report submitted Decem- 
ber 5, 1918. (Cd. 9224, 1919. ) "Accountants, " the committee found 
in Great Britain, ' " with a few exceptions, consider that these prac- 
tices (the base-stock method of inventorying and the practice among 
bankers of writing down buildings, accumulating secret reserves, 
etc. ) misrepresent the facts. In good times large profits are made. 
If it is desirable to make reserves against the future, part of the 
profits realized should be set aside as reserves ancl so denominated. 
If goods have been bought for 250 and their market price has not 
fallen below 850 at the time of striking a balance, it is a misuse of 
language and a travesty of fact to write their value down to 820 
out of profits nIade by selling something else. The correct procedure, 
it is maintained, is to place the difference of 280 to reserv'e. " And 
again, referring to the fact that the British Board of Inland Revenue 
has felt compelled under court decisions to recognize the base-stock 
&nethod in certain industries, the committee adds: "And it appears 
that in the absence of a statutory definition the Board of Inland 
Revenue has felt itself unable to contest the base-stock system of 

~ valuation where it has prevailed. As the practice is repugnant to 
the views which Government and the ma]ority of this committee 
hold as to the correct system of accounting, * "' * this conces- 
sion has not been extended beyond the point of obligation. " 

The reasons above stated lead to the conclusion that the base-stock 
method does not conform to the requirements of the Revenue Act 
of 1918. This conclusion does not, of course, preclude a taxpayer 
who values his inventory at cost and who retains identifiable goods 
year Ofter year from attaining the result with respect to the identi- 
fiable goods so retained which would be attained through the use of 
the base-stock inventory method. 

The general conclusion that the base-stock method does not conform 
to the requirements of the Revenue Act of 1918 applies to "goods 
taken in the inventory which have been so intermIngled that they 
can not be identified with specific invoices. " According to article 
1582 of Regulations 45, such goods "will be deemed to be the goods 
most recently purchased. " The warrant for this presumption or 
inference is that in the absence of evidence as to the actual fact in 
&he specific case it is, as conceded by counsel for the taxpayer, 
more nearly true than any other. This presumption or inference is, 
therefore, not only warranted but required by the statute 'which in 
authorizing the Commissioner, with the approval of the Secretary, to 
prescribe a basis upon which inventories shall be taken requires him 
to prescribe such basis as "most clearly" reflects the income. Con- 
versely, he can not properly prescribe that "goods taken in the 
inventory which have been so intermingled that they can not be 
identified with specific invoices" will be deemed to be the goods 
included in the minimum inventory. 
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Section 203, Article 1582: Valuation of inventories 6-19-969. 
T. B. M. 31. 

Appeal of the X Co. from the ruling of the Income Tax Unit rela- 
tive to inventories should be denied. 

The X Co. conducts a retail business and since its organization 
has taken its inventory upon the basis of the average of the market 
prices over a period of flve years prior to its organization. For 
a number of years these prices represented approximately cost or 
current market price. because the fluctuations in priceC were relatively 
small. In more recent years these price fluctuations have been great- 
er and at the close of 1918 the conventional price which was again 
used in computing the inventory bore little relation either to cost 
or to the current market price. The method used by the taxpayer 
does not conform to the regulations, nor can it be said clearly to 
reflect true net annual income. The Income Tax Unit has held that 
for the years 1917 and 1918 the X Co. should recompute its inven- 
tories in accordance with Articles 1581-1585 of Regulations 45, 
ansi that amended returns for these years should be made in ac- 
cordance therewith, and in the opinion of the Advisory Tax Board 
this decision should be confirmed. 

It is suggested in behalf of the taxpayer that if the base stock 
method is not approved, some alternative method should be pre- 
scribed other than the valuation of inventories as required by the 
pres~ »t regulations at cost or market, whichever is lower. One 
method proposed is that inventories be ~valued on a moving average 
basis over a period of five years. more or le. =s. According to this 
method one-fifth, for example, of the inventory mould be deemed to 
be the goods most recently purchased, and the balance the goods on 
hand at the beginning of the year. Another method proposed is that 
the goods in the inventory be deemed to be the earliest rather than 
the latest purchases. These methods are open to the same objec- 
tions as is the base stock method. Inventories valued according to 
these methods would not as clearly reflect the income assignable to 
an accounting period as do inventories valued according to the 
present regulations. 

Most of the reasoning above set forth with respect to the Revenue 
Act of 1918 applies to the Revenue Act of 1917. The Advisory Tax 
Board finds nothing in the earlier statute to warrant the use there- 
under of methods c4 valuing inventories which can not be used under 
the later statute. 

The Advisorv Tax Board is of opinion. therefore, that neither the 
base stock method of taking inventories, nor the moving average 
method, nor a method based upon the presumption that goods in 
the inventory are the earliest purchases, is in conformity with the 
provisions of the Revenue Act of 1917 or of the Revenue Act of 1918, 
and recommends that no change be made in the present regulations 
with respect to the method of taking inventories. 

Section R03, Article 1588: Valuation of inventories. 

(See 1-19 — 10; sec. 202, art. 1561. ) Inventory values in connection 
with determining gain or loss on sale of property. 
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Section 203, Article 1582: Valuation of inventories. 

(See 5 — 19 — 245; sec. 909, art. 1561. ) Valuation of inventories in 
the case of goods acquired prior to March 1, 1918. 

Section 203, Article 1582: Valuation of inventories. 

(See 6 — 19 — 968; sec. 212, art. 98. ) Valuation of inventories in 
returns filed by farmers. 

Section 203, Article 1583: Inventories at cost. 98-19-610. 
(Also Section 213(a), Article 35. ) O. D. 896. 

Taxpayers who as a matter of settled practice do not deduct cash 
discounts from purchases, but who take the merchandise purchased 
into their inventories at invoice price (less trade or other discounts 
other than strictly cash discounts), carrying the discounts in a dis- 
count account, may not, in valuing their closing inventories for 
income tax purposes, deduct from the invoice price of the merchau- 
dise on hand at the close of the taxable year the average amount of 
cash discount received on such merchandise; neither may the amount 
of cash discount, earned, to be reported as income, be decreased by an 
amount representing the estimated cash discount received on merchan- 
dise on hand at the close of the year. 

Section 203, Article. 1585: Inventories by dealers in 1-19-14, 
securities. O. D. 8. 

A dealer in securities as referred to in section 908, article 1585, 
Regulations 45, may inventory his unsold securities on hand at the 
beginning and end of the taxable year, either (a) at cost, or (5) at 
cost or market value whichever is lower, and such inventory may 
be taken into consideration in arriving at income tax liability. 

Where, however, a taxpayer is not a dealer in securities the market 
value of Liberty loan bonds, held. by him is not to be taken into 
consideration as income tax liability and any profit or loss in con- 
nection with the bonds is to be accounted for in the year the bonds are 
dIsposed of. 

Section 203 Article 1585: Inventories by dealers in 
securities. 

(See 94 — 19 — 558; sec. 919, art. 98. ) Inventories in connection with 
"short sales" of stock. 

Section 204. — NET LOSSES. 

Section 204, Article 1601: Scope of net losses. 

(See 8 — 19 — 188; sec. 284, art. 561. ) Application of section 904 in 
case of losses due to payment of liquIdated. damages. 

Section 204, Article 1601: Scope of net losses. 
(See 11 — 19 — 870; sec. 919, art. 26. ) Consideration of change in ac- 

counting period in connection with the provisions of section 204- 
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Part II. — Individuals. 

Section 211. — SURTAX. 

67 

Section Qll. drtiole 18: Surtax on sale of mineral de- 8 — 19 — I. 76 
posits. T. B. R. S, 

fnconw tax — Rescnue Sct of ting. — &here individuals transfer prop- 
erty to a corporation which later demonstrates the principal value of 
such property as oil-producing property "by prospecting or exploration 
and discovery work" and then dissolves transferring the property to 
the individuals, who remain stockholders without change in interests, 
and such stockholders sell the property, the portion of the surtax 
attributable to such sale is not limited to 20 per centum of the selling 
price of such property or interests under the provisions of section 211, 
subdivision (b). 

The X Co. and the Y Co. , owners of certain producing properties, 
propose to sell such properties to the Z Co. It is assumed, though ' not here decided, that "the principal value of the property" owned 
respectively by the X Co. and the Y Co. "has been demonstrated by 
prospecting or exploration and discovery work" within thy meaning 
of that phrase as used in section 911, subdivision (6), and section 887 
of the Revenue Act of 1918. It is conceded by these corporations that 
this work was done by them. The question raised is whether under 
the circumstances of this case if the corporations should dissolve and 
distribute their assets — the producing properties — in kind among 
their stockholders, and the sale should thereafter be made by them, 
such stockholders would be entitled to the benefit of the provision 
contained in section 911 (b), that "the portion of the tax imposed by 
this section" — that is, the surtax upon net income of individuals— 
"attributable to such sale shall not exceed 20 per centum of the sell- 
in price of such property or interest. " 

he circumstances of this case are that the original incorporators 
of each of the corporations owned property and conveyed it to the 
corporation prior to the demonstration of its principal value as 
producing property "by prospecting or exploration and discovery 
work, " which was done by the corporation, and that such incorpora- 
tors have continued to be the only stockholders of such corporations 
without change in their stock holdings. The argument is advanced 
that the corporations were organized "merely for purposes of busi- 
ness convenience" and that they are in substance nothing more than 
incorporated partnerships. 

The Income Tax Unit ruled that under the circumstances stated 
"the corporate entities must be recognized and are the only interests 
which would be entitled to be recognized as discoverers, and that 
consequently the taxable profits made by the tenants in common upon 
the sale of properties received in liquidation would not be limited to 
90 per cent of the selling price under the provisions of section 
011 (5). u 

The Advisory Tax Board recognizes that in some instances the 
court has looked through the form to the substance and has disre 
garded corporate entities (see Southern Pacific Company v, Lowe, 
&47 U. S. 880; Gulf Oil Corporation e. Lewellyn, o48 U. S. , 71), 
and that congress has done likewise. (See, for example, provisions 
as to consolidated returns& Revenue Act of 1918, sec. 940. ) The 
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situations so dealt with by the court and by Congress, however, diR'er 
widely from that here under consideration, and. those analogies do 
not warrant departure in the present case from the ordinary rule 
that a corporation is an entity distinct from its stockholders. Under 
this ruling the corporations, and not their stockholders, are entitled 
to the benefit of "discovery value" of the property in question 
whether for purposes of depletion or of sale. 

It is recommended, therefore, that the concldsion of the Iiicome 
Tax Unit that under the circumstances describes the stockholders 
of the X Co. and of the Y Co. would not be entitled to the benefit of 
the limitation contained in section 911 (b), be approved. 

Section 211, Article 13: Surtax on sale of mineral de- 9 — 19 — 887. 
posits. 0. D. 194. 

(Also Section $19, Article 344. ) 
Where trustees of assets of an oil companv sell mine, oil, and gas 

wells, where the principal value of the property has been demon- 
strated by prospecting or exploration and discovery work done by 
said trustees section 211(b) Revenue Act 1918 is applicable in com- 
puting tax upon income from such property held in trust. Such 
income being taxable to trustees as an entity is free from tax when 
distributed to beneficiaries. 

Section 212. NET INCOME DEFINED. 

. Section 819, Article M: Computation of net income. 1 — 19 — 18. 
(Also Section 213(a), Article 58. ) O. D. 9. 

Adjustments made in accordance with instructions from the Inter- 
state Commerce Commission, increasing the income of a railroad cor- 
poration from transactions in prior years and taken up on the books 
of the corporation during the taxable year because necessary informa- 
tion was not available prior to that time, represent income for the 
years during which the transactions took place instead of the taxable 
year. Corrections should be made by %cans of amended returns. 

Section o12, Article 23: Bases of computation. 8 — 19 — 812. 
T. D. 9878. 

Modiflcation of article 28, Regulations 45, bases of computation of net 
income. 

Article 28. Regulations 45, is modified to read as follows: 
AsT. 23. Baees of compotation. — (1) Approved standard methods of account- 

ing will ordinarily be regarded as clearly reiiecting income. A method of ac. 
counting will not, however, be regarded as clearly reflecting income unless all 
items of gross income and all deductions are treated with reasonable consistency. 
(See sec. 200 of the statute for deflnitions 'of "paid, " "paid or accrued, " and 
"paid or incurred. ") All items of gross income shall be included in the gross 
income for the taxable year in which they are received by the taxpayer, and 
deductions taken accordingly, unless in order clearly to reflect income such 
amounts are to be properly accounted for as of a difTerent period. For instance, 
in any case in which it is necessary to use an inventory no accounting in 
regard to purchases and sa. les will correctly reflect income except an accrual 
method. (See sec. 213(a) of the statute. ) A taxpayer is deemed to have 
reecived items of gross income which have been credited to or set apart for 
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him without restriction. (See art. 58. ) On the other. hand, appreciation in 
value of property is not even an accrual of income to a taxpaver prior to the 
reaitration of such appreciation through conversion of the property. 

(2) For the taxable veer 1918 the true income, computed under the revenue 
act of 1918 and where the taxpayer keeps books of account in accordance with 
the method of accounting regularly employed in keeping such books, shall in 
all cases be entered in the return even though this results in apparent omissions 
or duplications of particular items of income or expeu. . e. In the ordina. ry case 
such omissions and duplications are more apparent than real and are likely to 
counterbalance one another, so that the change in the basis of reporting calls 
for no material adjustment. Where, however. the method previously employed 
by the taxpayer in determining his income subject to the tax is materially dif- 
ferent from the method regularly used bv the taxpayer in keeping his accounts, 
or where for any reason the basis of reporting income subject to tax is changed, 
the taxpayer should attach to his return a 'separate statement setting forth for 
the taxable year and for the preceding year the classes of items differently 
treated under the two systems, specifying in particular all amounts duplicated 
or entirely omitted as the results oi' such change. Where, for example, a tax- 
payer who, prior to 1918, has reported on the so-called receipts basis is corn. 
pelled under the above rule to report on the so-called accrual basis, he should 
include in the separate statement the following information: 

First, (a) expenses paid before the end of the taxable year 1917, but not 
accrued at that date; (b) income accrued at the end of the t~~able vear 1917 
but not received at that date; (c) expeases accrued at the end of the taxable 
year 1917 but not paid at that date; (d) income received before the end of the 
taxable year 1917 but not accrued at that date; and 

Second, similar items as of the end of the taxable year 1916. 
If in the opinion of the Commissioner such information indicates that the re- 

turns for any previous years did not reflect the true income, amended returns 
for such years will be required. 

(8) A taxpayer who changes the method of accounting employed in keeping 
his books for the taxable year 1919 or thereafter shall, before computing his 
income upon such new basis for purposes of taxatton, secure the consent of the 
commissioner. Application for permission to change the basis of the return 
shall be made at least 80 days in advance of the date of filing return and shall 
be accompanied by a statement specifying the classes of items differently 
treated under the two systems and specifying all amounts which would be 
duplicated or entirely omitted as a result of the proposed change. 

(4) Bank discounts. — Banks vvhich in the past have treated discount as in- 
come before it was actually earned, and during the taxable year 1918 have 
placed the discount account upon au accrual basis, will be required to submit 
the information called for in paragraph 2 above and submit an amended re- 
turn for the taxable year 1917, and will be permitted to submit (or the coln- 
nfissioner may require) amended returns for all prior years during which the 
taxpayer was subject to tax. Additional taxes for prior years found to be 
due upon such reexamination will be paid upon the basis of the amended re- 
turns in the ordinary way. Where It appears that prior taxes have been paid 
in excess of the amount properly due, such excess will, to the extent possible, 
be credited against future income and profits taxes under the provisions of 
section 252 oi' the revenue act of 1918. 

Section 212, Article 23: Bases of computation. 
(Also Section 203, Article 1582. ) 
(Also Section 213 (a), Article 38. ) 

6-19-268. 
0-444. 

IzicoME TAx RETUENs ov FARMKas oN AccBUAL BAsIs. 

A farmer who keeps books of account on an accrual basis may 
make returns of income upon the basis of his books of account. 

Articles 22, 23, Bk, and 38 of Regulations 45, contain the rulings 
of this once relative to returns of income by taxpaye». 

A farmer produced a crop in the year 191(, prepared his indi- 
vidual return for said year on a cash basis, set up an inventory as 
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of January 1, 1918, ha. ving on hand crops to the value of 2x dollars 
which subsequently is treated as a credit against his income for the 
year; Xo tax has been paid upon this amount. This amount is not 
Included in the return for the year 1917 and is being used as a credit, 
as goods on hand at the first of the year 1918. 

The rule applicable to all industries is Shat inventories should be 
taken on the basis of "(a) cost, or (b) cost or market, whichever is 
lower. " It is recognized that in some industries the actual cost of 
production can not be ascertained accurately, and it is therefore 
necessary to approximate a cost value by using selling market prices 
as a starting point and reducing such selling market prices in each 
case by an amount sufficient to eliminate the element of profit. This 
rule is applicable to the inventories of farmers and stockmen, and is 
widely used in many lines of industry, notably in those types of 
mining and manufacturinq in which a product of more than one 
grade or more than one kind is' obtained by a common operation. 
Under its application a result can be reached that fairly approxi- 
mates the inventory basis laid down in the regulations as stated 
above. 

In this case the taxpayer is not required to return as taxable income 
for the year 1917 any part of the value of his crops on hand at the 
close of the year. If he uses an inventory method of keeping his 
books of account he may not value these crops in excess of the cost 
(which has been capitalized and not charged to expense) of raising 
them. In no case is a taxpayer permitted to value his inventory at 
more than the capitalized cost and where the cost or market (which- 
ever is lower) basis is used and the market value is less than the 
capitalized cost the market value must be used 

Section 212, Article 23: Bases of dbmputation. 24-19-558. 
(Also Section 202, Article 1561. ) S-1179. 
(Also Section 203, Article 1585. ) 
(Also Section 214, Article 144, ) 

Where a taxpayer has "borrowed" stock in order to make a "short 
sale" the gain or loss arising from such transaction can not be accrued 
upon the books of the taxpayer at the close of his taxable year by treat- 
ing as an offsetting obligation the market value of the stock sold 
"short" as of that date; the "ain or loss is determined when the amount 
of stock sold "short" is repurchased for return to the lender and the 
transaction closed. 

Opinion has been requested as to whether the profit or loss, as the 
case may be, on a "short sale" accrued as . of the close of the tax 
year, determined by treating as an ofFsetting obligation the market 
value as of that date. of. the securities sold "short, " may be' taken 
into account in arriving at the amount of net income subject to tax 
for that year. 

Section 203 of the Revenue Act of 1918 provides: 
That whenever in the opinion of the Commissioner the use of inventories is 

necessary in order to clearly determine the income of any taxpayer, inventories 
shall be taken by such taxpayer upon such basis as the Commissioner, with the 
approval of. the Secretary, may prescribe as conforming ~s nearly as may be 
to the best accounting practice in the trade or business and as most clearly re- 
decting the income, 



INCOME T~ IIULINGS. 61 

Section 214 (a) (4) and (5) provides: 
That in computing net income there shall be allowed as deductions: 
(4) I. osses sustained during the taxable year and not compensated for by Irt. 

surance or otherwise, if incurred in trarle or business. 
(5) Losses sustained during the taxable year and not compensated fog by in- 

surance or otherwise, if incurred in any transaction entered into for profit, 
though not connected with a trade or business; . * 

In the case of short-sales transactions substantially the following 
occurs: 

A sells to B 100 shares of stock, executing a memorandum of sale. 
Under the rules of the exchange the shares have to be delivered and 
paid for the day following. If the sale is a short sale A applies to 
C, who has such shares on hand, for a "loan" of them. C being 
willing to lend them, delivers to A a certificate for 100 shares indorsed 
in blank on A. 's agreement to redeliver to him an equivalent number of 
shares on demand on any business day and the deposit with C by A 
of the market value of the shares as security for their return. That 
deposit remains until an equal number of shares are returned, subject 
. to mcrease from day to day if the market value of the stock rises, and 
to decrease from day to day if the market value of the stock falls. A 
makes his delivery under his transaction with B by delivering the 
certificate which he has borrowed from C for that purpose, thereby 
completing the transaction between A and B. When A desires to 
return the shares which he has "borrowed, " A goes into the market 
and buys 100 shares for the purpose of delivering them to C. These 
shares acquired for delivery to C he delivers to C and receives the 
amount he has on deposit with C. (Todman, Brokerage Accounts, 
p. 51; Opinion Attorney General dated Mar. 28, 1918. ) The question 
now arises as to whether a taxpayer may take into account, at the 
end of the year, accrued profits or losses upon short sales based upon 
a fall or rise in the market value of securities sold short. 

Under section 208, supra, a dealer in stocks may inventory unsold 
securities on lund either at cost, or at cost or market, whichever is 
lower, and may make his return upon that basis, provided that 
method is used for all his securities, and adhered to for subsequent 

years. This inventory method of accounts may be availed of by 
dealers, however, only as to stocks otoned by the dealer at the end of 
the year. (Arts. 1581 and 1585, Reg. 45. ) It becomes important 
to determine, therefore, whether the dealer in making a short sale 

has anything which he may inventory at the end of the year within 

jhe above ruling. 
There can be no doubt that the legal title to stock is transferred 

from the lender to the borrower and from the borrower to the buyer, 

and then later from the borrower to thy, lender in the short sale trans- 

action described above. "Shares of stock are fungible things, and 

their loan with an agr'cement to return things of the same class is the 

mutuum of Roman law, a, s to which no one can doubt that title passed 

from the lender to the borrower and vice versa. (Jones on Pledges, 

p. 64; Story on Bailments, 7th ed. , sections 283, 284; Kent's Com- 

mentaries, 12th ed. , Vol. II, p. 573; Hurd v. West, 7 Cowen (N. Y. ) 
752, 756). " 

(Opinion Attorney General dated Mar. 23, 1918, ) The 

short sale dealer, in open short sales, having no stock in his possession 

to which he has title, consequently has no stock which he can inven- 

103022' — 22 — 5 
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tory at the end of the year; as soon as title was secured from the 
lender it was passed on to the buyer. 

The statute nowhere authorizes the inventorying of liabilities, and 
this is true even though the liability is one to return specific property 
in kind on demand. Such a liability is exceptional in character. 
However the word "inventory" in its commonly accepted commer- 
cial usage, refers to the inventorying of assets only. (23 Cyc. 347; 
Peet v. Dakota Fire and Marine Ins. Co. , 1 S. D. 462, 47 N. W. 534; 
Hatfield Modern Accounting, p. 75. ) Section 203 should not be con- 
strued to authorize the inventorying of liabilities. 

Under section 214, supra, losses sustained during the taxable year, 
not covered by insurance or otherwise, are deductible if incurred in 
trade or business or in any transaction entered into for profit. For 
such losses to be deductible in any taxable year, however, they must 
be evidenced by clo8ed and comp/etea transactions. (Art. 141, Reg. 
45. ) Applying these principles to the present case, it is clear that a 
taxpayer making a short sale can not know whether he has suffered 
a loss or made a gain until an equivalent number of shares of the 
stock borrowed for that purpose has been repurchased and returned 
to the lender. The accuracy of any gain or loss accrued upon the 
books of a taxpayer making short sales would depend upon the cost 
of the stock at the time it is purchased for return, and, it is apparent 
that this' cost can not be foreseen; open short sales are not, conse- 
quently, such closed and completed transactions as are contemplated 
by the regulations above referred to. (Compare Art. 144, Reg. 45. ) It must be held, therefore, that where a taxpayer has borrowed 
stock in order to make a short sale the gain or loss arising from such 
transaction can not be accrued upon the books of the taxpayer at the 
close of his taxable year by treating as an offsetting obligation the 
market value of the stock sold short as of that date; the gain or loss 
is determined when the amount of stock sold short is repurchased for 
return to the lender and the transaction closed. 

Section 212, Article 23: Bases of computation 23-19-541. 
0. D. 289. 

Taxpayers will not be permitted to adopt one period for inven- 
torying and closing their books applicable to one part of their busi- 
ness and a different period applicable to another part thereof. 

Section 212, Article 25: Accounting period 2-19-146. 
0. D. 100. 

An act, passed in 1918 by the Maryland Legislature, requires 
public-service corporations to keep theIr accounts on a calendar- 

Seotfon 212, Article 23: Bases of computation. 4 — 19 — 211. 
(Also Section 203, Article 1581. ) 0. D. 133. 

A taxpayer who for many years has elected to take inventory only 
every two years, and used an estimated inventory in the return for 
the intermediate year, making any necessary adjustments in the re- 
turn for the following year when an actual inventory was taken; 
may not apportion his total earnings for the two years 1917 and 
1918 equally between such years for income tax purposes. 
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rear basis. Such corporations which have been filing Federal income 
tax returns on a fiscal-year basis must file their 1918 returns on a 
calendar-year basis (according to their accounting periocl) for t"e 
full calendar year. and compute the tax at 1918 rates. Credit will 
be allowed against such total tax for the proportionate part of the 
tux for the previous flscal-year return applicable to 1918. 

Section 212, Article 26: Change in accounting period. 11 — 1'9 — 370. 
(Also Section 204, Article 1601. ) T. B. R. 37. 

Application for permission to reniler returns on the basis of calendar 
vear, incluiling a short return for the six months ending December 31, 
1918, by a corporation heretofore reporting on the basis of the vear 
ending June 30. 

This is an application by the X Company for permission to change 
its return year as clescribed in the headnote. Such permission is 
requested on the grounds that (1) the original change from a calen- 
clar year to the present fiscal year "was made at the suggestion of 
soine one from the deputy collector's ofiice" and " was not desired by 
the company, but acquiesced in by them in order to cooperate with 
the deputv collector;" (2) "the expense of preparing two sets of 
returns each year is exec. -. . -:ive;" and (3) "the company will, in case 
such change is not authorized, be deprived of the privilege of decluct- 
Ing net losses under section 204 of the 1918 Act. " 

Tlie first two grouncls stated above were not stressed in the appeal 
encl do not deserve extended consideration. IVhether the change in 
the return year was originally made at the request of the department 
or not, the company would have been compelled by the Revenue Act 
of 1918 to report on the basis of 12 months ending June 30, 1918; and 
so far as the expense of preparing two sets of returns each year is 
concerned, this would be necessary at least for the first year if the 
application were granted — i. e. , a special report would have to be 
prepared for the six months ending December 31, 1918; and if the 
present fiscal year is retained, two sets of returns thereafter will not 
be necessary unless the rate of taxation be changed. The only real 
argument for the change presented to the Advisory Tax Board is 
that it is necessary to place the company in a position to take advan- 
tage of the provisions of section 204. 

Section 212 (b) of the Revenue Act of 1918 provides that: 
The net income shall be computed upon the basis of the taxpayer's annual 

accounting period (fiscal year or calendar year, as the case may be) in accord 
ance with the method of accounting regularly employed in keeping the books 
of such taxpayer: * * * If a taxpayer changes his accounting period 

the net income shall, with the approval of the Commissioner, be com- 
puted on the basis of such new accounting period, subject to the provisions of 
section 226. 

This language supplies the statutory principle governing changes 
of the return year. The first object of the statute is to place the 
return on the basis of the accounting period normallv or regularly 
employed by the taxpayer; and thereafter. if the taxpayer changes 
his accounting period, the net income shall, provided the Commis 
sioner approves, be computed on the basis of the new accounting 
period. The apparent intent of the statute is that the taxpayer 
shall adopt the accounting period which. in view of the seasonal and 
other characteristics of his business, is most serviceable in securing 
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Section 212, Article 26: Change in accounting period 1-19-19. 
O. D. 10. 

A taxpayer who, during 1918, has given notice according to the 
statute and regulations in efi'ect at that time, of a change from a 
fiscal to a calendar year basis for filing returns, may notwithstand- 
iiig articles 25 and 26 of Regulations No. 45, file a return for the 

an exact measure of the annual net income. Changes in the return 
year are not lightly to be approved. They necessitate highly com- 
plicated adjustments of deductions, credits, and rates; they afFect, 
sometimes profoundly, the invested capital and the amount of tax 
to be paid; they impose upon both the taxpayer and the department 
considerable labor and expense. Change in the return year should 
ordinarily (perhaps necessarily) be permitted only for sound busi- 
ness reasons following an actual change in the accounting period 
employed by the taxpayer for the purpose of closing his books and 
striking an annual balance of gain or loss. This we believe expresses 
the plain intent of the statute. If, however, the statute does not 
clearly enunciate such a rule, the above statement represents the 
policy or principle which in the opinion of the Advisory Tax Board 
should govern the Commissioner in the exercise of that wide discre- 
tion with which the statute in this connection invests him. 

It is not necessary in this case to decide whether a taxpayer sus- 
taining or plainly destined to sustain a net loss in the calendar year 
1919 or in some 12 months period beginning after October 81, 1918, 
and ending before January 1, 1920, could be permitted to change 
his return year for the purpose of deducting such loss from an 
earned income for the taxable year 1918 and thus relieving a real 
hardship. No such case is here presented. Assuming that there will 
be a net loss for the 6 months ending June 80, 1919, this loss will in 
the return for the 12 months ending June 80, 1919, be absorbed by or 
charged against income earned during the 6 months ending De- 
cember 81, 1918. In the more recent months the business of the 
company has improved. It is probable that there will be no loss for 
the last 6 months of the calendar year 1919. If, however, a loss is 
sustained, there will be opportunity to charge it against the normal 
profits which may be expected for the 6 months ending June 80, 
1920. No special harclship, therefore, has arisen or is likely to arise 
in this case: and if it does it will be attributable to other eventsoc- 
c'urring before the signing of the armistice rather than to those 
possibly adverse commercial conditions of the postwar period which 
section 204, it may be admitted, was designed in part to soften or 
counteract. 

In this case sufFicient reason has not been given to depart from the 
general rule that a taxpayer once having returned upon the basis of 
the business year best adapted to refiect the true income should not 
be permitted to depart from that return year, that in the ordinary 
case change in the return year for the purpose of modifying the tax 
should be discouraged, and should be permitted only for sound busi- 
ness reasons following an accomplished change in the accounting 
period actually employed in keeping the books of the taxpayer. 

It is therefore recommended that the application for permission 
to change the return year of the X Company be denied. 
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period from the close of his flscal year to the end of the calendar 
year. 

Section 212, Article 26: Change in accounting period. 10 — 19 — 855. 
0. D. 205. 

For the purpose of giving notice of change in accounting period 
as prescribed in article 26, Regulations 45, "due date" means the 
original due date of the return and not the date on which the return 
should be flie in case an extension of time is granted. 

Section 213 (a). — GROSS INCOME DEFINED: INCLUSIONS. 

Section 218 (a), Article 31: What included in gross in- 1-19 — 21. 
come. S-957. 
Money recovered as damages in libel proceedings is subject to 

income tax. 

Section 218 (a), Article 81: What included in gross in- 12 — 19 — 898. 
come. T. B. R. 42. 

(Also Section 201, Article 1541. ) 
A corporation in due course of business during the calendar year 

1918 declared and paid a dividend the major portion of which was 
aid out of earnings of the calendar years 1914, 1915, and 191G. 
oth at the time of declaration and at the time of payment of such 

dividend the Revenue Act of 191G as amended by the Revenue Act 
of 1917 (see sec. 81 (b) ) was in force, which provided for the taxa- 
tion of dividends "at the rates prescribed by law for the vears in 
which such profit or surplus were accumulated by the corpora- 
tion. " In the calendar year 1919, after the passage of the Revenue 
Act of 1918 which changed the method of taxing cash dividends so 
that they became taxable at current rates, the corporation took action 
purportmg to rescind the declaration of the dividend, and the stock- 
holders repaid the amounts received by them from the corporation. 
It is inferred from the statement of facts that the declaration and 
payment of the dividend were legal and that the corporation could 
not have required the stockholders to pay back the amounts received 
in distribution but that such repayments were made voluntarily. 
May the stockholders disregard the dividend and omit the amounts 
received by them in payment thereof from their returns for the 
calendar year 1918& 

The rights of the stockholders with respect to the dividend became 
flxed at some time not later than the date of payment thereof. Such 
rights were not subject to any liability to repay amounts received. 
The dividend, therefore, became during the calendar year 1918 a 
part of the gross income of the stockholders. After it had acquired 
the character of gross income the stockholders could not by voluntary 
action on their part take away such character. The repayment of 
the dividend was a new and independent transaction. It is imma- 

terial that neither the corporation nor the stocl. -holders knew what 
effect the declaration and payment of the dividend would have upon 
tax liability. All business transactions carried on during the calen- 
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dar year 1918 were carried on without exact knowledge as to the 
e8ect thereof upon tax liability, but the effect of such transactions 
can not be avoided on account of such lac%of knowledge. 

It is not claimed — nor can it be — that the repayment of dividends 

is allowable as a deduction from the gross income of the stockholders 

for either the calendar year 1918 or the calendar year 1919. 
The case submitted is not one in which the corporation had a legal 

right to require repayment and the legal efFect of rescission in such 

case upon stockholders' liability to tax need not now be considered. 

It is held, therefore, that the rescission and voluntary repayment 

in the calendar year 1919 of a corporate dividend legally declared 

and paid in 1918 does not warrant the exclusion of such dividend 

from the gross income of the stockholders for the calendar year 1918. 

Section 213 (a), Article 31: What included in gross 25-19 — 581. 
income. A. R. M. 1, 

A, upon becoming an oScer of the M Company, invested in the 

capital stock of the company at par and later purchased additional 

shares. It appears that at the time of purchase of this stock it was 

agreed, and so provided by the by-laws of the company, that should 

any employee holding common stock sever connection with the com- 

pany, such employee should sell to the company all the common stock 

so held, receiving therefor its book value. In 1918 A severedhiscon- . 

nection with the M Company. and under the terms of his agreement 

surrendered his stock, receiving book value therefor, such book value 

being x dollars in excess of the amount paid therefor. A protests 
against taxation of this profit on the ground that the sale was not 
voluntary. 

This Committee is of the opinion that this protest is without merit, 
since there is no warrant of la. w for exempting profits actually realized 
from tax because such realization is. involuntary, and it therefore 
recommends that the decision of the unit as to the taxability of the 

profit made be approved. 

Section 213 (a), Article 31: What included in gross in- 1 — 19-28. 
come. O. D. 11. 

A person in the service of the American Red Cross receiving 
maintenance but no pay should return as income any excess of the 
amount received for maintenance over his actual living expenses. 

Section 218 (a), Article 31: What included in gross in- 1-19-24. 
come. O. D. 12. 

Compensation of teachers of the Territory of Hawaii is subject to 
income tax under section 213(a). 

Section 218 (a), Article 31: What included in gross in- 1 — 19-25. 
come. O. D. 18. 
I'rofit on goods sold by a consignee is income to the consignor for 

the year in which the sales are made, even though the consignor 
received no notification of sale until a subsequent year. If reported 
otherwise, amended returns should be filed. 
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Section 213 (a), Article 31: What included in gross in- 1 — 19 — 26. 
come. O. D. 14. 
If a taxpayer receives through mistake an amount in payment of 

a contract in excess of the amount agreed upon in the contract, the 
excess is not taxable income. It is in the nature of a liability to the 
party with whom the contract was made. 

Section 213 (a), Article 31: 6'hat included in gross in- 
come. O. D. 16. 
Interest received by a bank on loans to subscribers for Liberty 

bonds is not interest received on obligations of the United States, and 
is therefore subject to tax. 

Section 218 (a), Article 31: What included in gross in- 1~19 — 81. 
come. O. D. 19. 
Commissions advanced in . payment for services of an advertising 

solicitor should be reported as gross income for the taxable year in 
which received. Any portion of the commissions thus received, which 
are paid back, owing to failure 5f payment for advertising, may be 
deducted as a loss for the year in which payments are returned. 
(Also sec. 214. ) 

Section 213 (a), Article 31: What included in gross in- 1 — 19 — 82. 
come. O. D. 20. 
The term " State" as used in the income tax laws refers only to the 

States composing the United States. Therefore, income derIved by 
an American citizen from a foreign Government is not exempt from 
tax and should be included in his return of annual net income. 

Section 213 (a), Article 31: What included in gross in- 1 — 19 — 88. 
come. O. D. 21. 
Income received by an individual or corporation due to selling 

War Savings Stamps at the appreciated value should be reported as 
income for the year in which the sales were consummated. 

Section 213 (a), Article 31: What included in gross in- 1-19 — 88. 
come. O. D. 26. 

(Also Section 214 (a) 1, Article 101. ) 
The amount which a plaintiff should report as income or a defend- 

ant may deduct as an expense in the case of an award for damages 
on account of patent infringement is not affected by the amount of 
Federal taxes which have been paid by the defendant. The amount 
to be reported or deducted is the total amount awarded by the courts. 

Section 213 (a), Article 31: What included in gross in- 9 — 19 — 888. 
come. O. D. 195, 

(Also Section 213 (b), Article 85. ) 
Held that a witness summoned by a State attorney to give testi- 

mony is not an employee of the State. Fees reAu&H by such wit 
ness are therefore subject to taxation. 
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Section 213 (a), Article 31: What included in gross in- 18-19416. 
come. O. D. 28S. 
The difference between the face value at maturity and the pur- 

chase price of noninterest-bearing warrants issued by a subdivision 
of a State and purchased at a discount is discount rather than interest 
and is subject to tax. 

Section 213 (a), Article 31: What included in gross in- 
come. 
(See 8 — 19 — 881; sec. 288, art. 541. ) Taxability of interest received 

by banks on loans made to customers on account of Liberty bonds 
purchased for them. 

Section 213 (a), Article 31: What included in gross in- 
come. 

(See 10 — 19-860; sec. 225, art. 421. ) . Income from trust received 
by beneffciary @ho is also trustee. 

Section 213 (a), Article 31: What included in gross in- 
come. 
(See 11 — 19 — 876; sec. 218 (b), art. 86. ) Taxability of compensa- 

tion received by a person in military service from the Spruce Division. 

Section 213 (a), Article 31: What included in gross in- 
come. 
(See 20 — 19 — 502; sec. 201, art; 1541. ) Dividends illegally declared 

and later repaid to the corporation. 

Section 213 (a), Article 31: What included in gross in- 
come. 
(See 21 — 19 — 520; sec. 201, art. 1541. ) Tax liability of domestic cor- 

poration under Revenue Act of 1917 on dividends received from a 
foreign corporation having no income from sources within the 
United States. 

Section 213 (a), Article 32: Compensation for personal 8 — 19 — 178. 
services. T. B. R. 12. 

Where the compensation of a receiver, trustee, or similar fiduciary, 
is awarded or paid at the conclusion of the trust, it is presumed, in 
the absence of satisfactory evidence to the contrary, that it did not 
accrue during the course of the trust, and it is accordingly taxable as 
income of the year when awarded or paid. 

Where it is understood at the beginning of the trust that the amount 
of the compensation is not to be determined until its conclusion, and this 
understanding is adhered to during the course of the trust and no pay- 
ments are made on account of such compensation, this presumption be. 
comes conclusive. 

A was appoillted receiver and later the court ordered that he and 
his co-receiver should each be paid x dollars per month, and "that on 
being discharged from their trust" each should ". be at liberty to apply 
for such further compensation 'as to the court may then appear 
reasonable and just. " A's co-receiver resigned and thereafter A acterl 
as the sole receiver until 1918, at which time he resigned. On that 
date the court also ordered and decreed that A was entitled to addi- 
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tional compensation. It is with respect to this additional compensa- 
tion that the question as to the rates at which it is to be taxed arises. 

While the matter was pending before the Bureau of Internal Reve- 
nue, the court, upon A's petition, entered a further order nunc pro 
tune to the e8ect that A's services were rendered continuously and the 
compensation earned and accrued ratably during the period of the 
i eceivership. 

This apportionment was reached by prorating according to the 
portion of the entire period of the receivership falling in each cal- 
endar year, and it is claimed that the same apportionment should 
be made for purposes of the income tax, and that the rates of tax in 
effect in each of such years should be applied to the several portions 
respectively. 

The gist of the argument made in behalf of the taxpayer was that 
under the acts in efFect in the several years covering the period of the 
receivership, an individual taxpayer could report his income for tax 
purposes upon an accrual basis; that a certain definite amount was 
earned and accrued during each of those years — that it was impos- 
sible for the taxpayer to report these earnings in the return when 
made for each year, which would, of course, in view of the present 
high taxes, have been a decided advantage to him; and that because 
it was so impossible he should not be denied the benefits of the 
lower rates of taxation which would otherwise have applied to the 
income of those years. 

It is doubtful and probably incorrect to- say that the taxpayer 
could have reported his net income upon the accrual basis. The 
Revenue Act of 1916 taxes " net income * * * received " (sec- 
tion 8 (e) ) and authorizes reports upon another basis only in the 
following case: 

(g) An individual keeping accounts upon any basis other than that of actual 
receipts and disbursements, unless such other basis does not clearly reflect his 
income, may, subject to regulations made by the Commissioner of Internal 
Revenue, with the approval of the Secretary of the Treasury, make his re- 
turn upon the basis upon which his accounts are kept, in which case the tax 
shall be computed upon his income as so returned. 

It appears that this particular taxpayer never did in the past 
definitely elect to report upon an accrual basis. It was also stated 
at the hearing that he kept no definite books of account and that 
the returns were made up by his secretary from such data as his 
check book, and that there was never a conscious use of either the 
cash receipts method or the accrual method. In a, word, his returns 
were made up primarily on a cash receipts basis, and as not keeping 
the books necessary to warrant or sanction a return on the accrual 
basis, he was under the law and regulations compelled to make re- 
turn on the cash basis. 

Whether or not a taxpayer who did not in the past report upon 
an accrual basis can, at a subsequent date when circumstances make 
it apparent that such would have been the more beneficial course, 
amend his returns so as to place them upon that basis is open to 
serious question. It is not, however, necessary to decide at this time 
whether such a change in the methorl of making returns can ever be 
permitted at a subsequent period. inasmuch as the board is of the 
opinion that in this and most similar cases the contention made in 
behalf of the taxpayer must be denied in any event upon an entirely 



difY«i«»t ground, iiainely, that the additional compensation in ques- 
tion was of such a nature that it could not have properly been 
accrued, even though the taxpayer had been making his returns upon 
an accrual basis. 

In the brief presented in behalf of the taxpayer it is admitted 
that it was impossible for the taxpayer prior to 1918 to ascertain the 
amount he was earning and to account therefor in his income-tax 
returns, and it is intimated in at least one place that this was due 
to the fact that "the court failed and dechned to fix the amount 
which accrued until 1918, " and the question is asked "Why should 
he be subjected to a loss because of the inaction of the court which 
was beyond his control&" The answer to this question suggests the 
answer to the larger question upon which the case turns. There 
was no failure or inaction on the part of the court; but, on the 
other hand, as is. more or less common in this class of cases it was 
not practicable for the court to find definitely that any additional 
compensation had been earned or accrued prior to the conclusion of 
the receivership. It must be presumed in the absence of more 
definite evidence to the contrary that the amount awarded and paid 
per month during the course of the receivership was in the nature 
of a minimum compensation for time and efi'ort, and that any addi- 
tional amount was more in the nature of compensation for the suc- 
cessful conduct of the receivership as a whole and could not be said 
to have accrued until the receivership had been brought to a satisfac- 
tory conclusion or the receiver's connection with it had terminated 
under satisfactory conditions. If the continued success of the re- 
ceivership was in whole or part a necessary condition to the re- 
ceiver's becoming entitled to additional compensation, and if a 
failure on his part might result in the loss to him of any contingent 
right which he might have had to the payment of all or any part of 
the additional amount which was finally awarded, it can not be that 
any amount in excess of the minimum which was assured to him 
and which was actually paid can be held to have accrued from year 
to year during the course of the receivership. In a word, if it was 
impracticable for the court to decree at any time prior to the ter- 
mination of the taxpayer's services as receiver that additional com- 
pensation had been earned or accrued, it results, therefore, that it is 
impossible to hold that such additional compensation could have ac- 
crued for purposes of income taxation. 

In the argument made in behalf of the taxpayer it is claimed that 
this is not the usual case of a lump sum paid for services rendered 
over a period of years where it is impossible to clearly define and 
state how much was earned each gear, and that it is not a case of 
an ordinary fee of a lawyer or a receiver or a trustee or a broker or 
an executive collected in one year for services rendered over a period 
of years. This argument is based on the fact that the court has 
found and adjudged exactly what portion of the entire amount was 
earned and accrued in each year. The Board is not of the opinion 
that there is any substantial distinction between the cases. The 
court, it is true, has prorated the compensation ultimately awarded 
and has found that it "was earned and accrued" at the amounts 
already stated for the several years. . But this case was not before 
the court and the mere use of the word "accrued" in the decree 
can not properly be regarded as determining the question that such 



INcoME Tax RULINGS. 

i»co»ie "accrued" for purposes of Federal income tax. Compensa- 
tio» eventually paid after the conclusion of the receivership, in 
accordance with both the letter and the spirit of the original order 
which provided that on being discharged from his trust the receiver 
might apply for such further compensation as might then appear 
just and reasonable, can not be held to have accrued during the 
period of the receivership. The fact that the court declined, although 
the taxpayer sevhal times requested it to do so, to make any addi- 
tional award during the course of the receivership, is far stronger 
evidence that during the receivership it did not consider additional 
compensation to have accrued, than is its finding seemingly to the 
contrary efFect but made after the matter had been closed. 

It is, therefore, recommended that the past practice of the Bureau 
be adhered to, and that in this case the additional compensation 
received in 1918 be subjected to taxation at the rates in effect for 
that year. 

Section 213 (a), Article 32: Compensation for personal 1 — 19 — 27. 
sel'vices. O. D. 15. 
Compensation received by Federal reserve agents and their assist- 

ants, as well as other employees of Federal reserve banks, is subject 
to the income tax. 

Section 213 (a), Article 33: Compensation paid other 18 — 19 — 475. 
thun in cash. 0. D. 265. 
Board and lodging furnished seamen in addition to their cash 

compensation is helcl to be supplied for the convenience of the em- 
ployei nnd the value thereof is not required to be reported in such 
employees' income tax returns. 

Section 213 (a), Article 35: Gross income- from busi- 
ness. 

(See 28 — 19 — 610; sec. 203, art. 1583. ) Treatment of cash discounts 
on purchases in connection with valuation of inventories. 

Section 213 (a), Article 38: Gross income of farmers 18-19-476. 
O. D. 266. 

The use of Form 1040 F is optional since it is designed merely to 
assist farmers in computing their net income. Therefore, it is un- 
necessary to file same where the taxpayer has made return and paid 
the taxes due. 

Section 213 (a), Article 38: Gross income of farmers. 

(See 6 — 19 — 268; sec. 212, art. 23. ) Returns and inventories of farm- 
ers when books of account are on an accrual basis. 

Section 213 (a), Article 39: Sale of stock and rights 19-19-495. 
T. B. M. 73. 

Revenue Act of 1916. — The entire amount received from the sale of 
rights to subscribe for stock is income. 

In the year 1916 the taxpayer o~ned shares of stock in a bank. In 
that year the bank voted to increase its capital stock by issuing addi- 
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tional stock to its stockholders at par, share for share according to 
their holdings. In the same year the tax~ay'er sold his rights to 
subscribe for new stock. The Income Tax Unit ruled that the entire 
amount received for the rights should be included in the gross income 
of the taxpayer for the year 1916 and the taxpayer appealed, claiming 
that the sale of rights constituted a, 'realization of capital which should 
be credited against the market value of the original stock on March 1, 
1918. 

The Revenue Act of 1916, unamended, is here applicable. Under 
this act, as amended by the Revenue Act of 191V, which, so far as 
can be perceived, makes no change in the law with respect to this 
case, a regulation was adopted holding that if rights to subscribe 
for stock are sold "the proceeds of such sale are in their entirety 
income for the year in which the rights are sold. " (Regulations 88 
(revised), art, 95. See also art. 4, par. 61. ) These regulations state 
the rule which was followed under the Revenue Act of 1918. They 
were reexamined and approved December 10, 1918, and were incor- 
porated in Regulations 45, article 89, applicable to the Revenue Act 
of 1918 in the following terms: 

The entire amount realized from the sale of rights to subscribe for stock is 
income. 

This conclusion has the support of a decision of the Supreme Judi- 
cial Court of. Massachusetts with reference to the income-tax law of 
that State. (Trefry e. Putnam, 227 Mass. , 522. ) 

There are three possible views as to the treatment for purposes of 
income taxation of. rights to subscribe for stock: (1) That such 
rights are income when issued; (2) that the proceeds of the sale of 
such rights are income at the time of sale; (8) that the proceeds of 
a sale of rights are a return of capital to the stockholder and are 
taxable only if and to the extent that they exceed in amount the cost, 
or market value on March 1, 1918, of the stock upon which they 
were issued. As above indicated, the second position has been con- 
sistently held by the bureau, though strong arguments can be ad- 
vanced for each of the other views. The Advisory Tax Board is of 
opinion, however, in line with Solicitor's Memorandum, S — 676, that 
the posi&ion consistently and with due consideration held by the 
bureau, which is reasonably favorable to the Government and ls not 
unfair to the taxpayer, and which is supported by the only decided 
case which has come to the attention of the bureau, should not be 
abandoned unless and until the decisions of the courts can furnish 
some indication that another view is correct. 

The taxpayer acquiesces in the principle of the regulation as ap- 
plied to a case in which stock originally held by the stockholder is not 
diminished in value by the issuing of the rights but contends that 
where the original stock is diminished in value the proceeds of a sale 
of rights should be treated as a return of capital. In respect to the 
efFect upor. the value of the original stock the issuance of rights to 
subscribe for new stock is analogous to the payment of a cash divi- 
dend. In Lynch v. Hornby (247 U. S. , 889, 846) the court held that 
notwithstanding the fact that the payment of a cash dividend ordi- 
narily "diminishes by just so much the assets of the corporation, and 
in a theoretical sense reduces the intrinsic value of the stock, " the 
entire amount of such dividend constituted income. The Advisory 
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Tax Board is of opinion that this analogy should be followed and no 
distinction should be taken between a case in which the issue of 
rights diminishes the value of the stock and a case in which it does 
not. 

From the above consideration it follows that the entire sum re- 
ceived by the taxpayer as the proceeds of the sale of rights to sub- 
scribe for stock should be included in his gross income for the taxable 
vear 1916. 

Section 218 (a), Article 41: Sale of good will 1-19-22. 
0-791. 

In determining the value of a corporation's assets, including good 
will, as at March 1, 1918, contemporary sales of stock are held to 
be of greater weight than values based on appraisal. 

Section 218 (a), Article 42: Sale of personal property 8 — 19-818. 
on installment plan. T. B. R 24 

A taxpayer engaged in merchandizing upon the installment plan 
who has heretofore made returns upon the basis of treating the 
profit upon instaHment sales as realized at the date of sale and now 
wishes to change to the basis of reporting the profit as being real- 
ized at the date of collection of the outsta»ding accounts should pre- 
pare and file as part of his return an amended balance sheet as at 
the date of the beginning of the taxable year, in Ivhich )here shaH 
be excluded from the surplus the unrealized gross profits upon the 
outstanding installment sales contracts at that date. Such amended 
balance sheet would be in substantially the following form: 

Balance sheet as at opening of fiscal year. 

AssETs. 

Plant and equipment 
i. ess depreciation 

Current assets: 
Merchandise as per inven b u I 
Installment sales contracts 
Notes receivable 
Accounts receivable 
Cash 

Deferred debit items: 
Insurance premiums paid in advance 
Other items 

Total assets 

LIABILITIES. 

Capital stock (or individual's or partner's capital I 

Mortgage indebtedness 
Current liabilities: 

Bills payable $ 
Accounts payable 
Wages or other accrued items 

$ 
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Deferred credir, items: 
Unrealized gross profits upon installment sales 

contracts 
Surplus 

Total liabilifies 

(9) As from the beginning of the taxable year the following ac- 
counts should be set up: 

(a) Goods purchased, which will be charged with the amount of 
inventory of the goods on hand at the beginning of the taxable 
year and with the expenditures for goods purchased during the year. 

(b) f cod& soM (cost value), which will be credited with the 
cost value of all goods sold during the year. 

(c) InstaPment sales contracts, which will be charged with the 
amount of the outstanding installment sales contracts at the begin- 
ning of the year and with the amount of installment sales contracts 
made during the year, This account will be credited with all cash 
collected during the year upon installment sales contracts and with 
the unpaid installments of defaulted or canceled contracts. 

(0) Unrealized gross profts on instaPment sales contracts, which 
will be credited with the amount of unrealized gross profit upon the 
outstanding installment sales contracts at the beginning of the 
year and with the amount of such qnrealized gross profit upon in- 
stallment sales contracts made during the year. . This amount will 
be computed upon the basis of'the total installment sales contracts 
reduced by the cost or inventory value of the goods covered by the 
contracts, the remaining balance being the amount of the unrealized 
gross profits. 

(e) Realized profts on installment sates contracts, which will 
be credited from month to month, or at least at the end of the year, 
with the profits realized by collection upon installment sales con- 
tracts. Such profits should be computed by taking the same per- 
centage of the total cash collections upon installment sales contracts 
during the period as the total unrealized profits on installment sales 
contracts bears to the total installment sales during the same year. 
Corresponding debits should be made to unrealized gross profits on 
installment sales contracts. Any necessary corrections to produce 
a more accurate result can be made as at the eivd of the fiscal y'ear. 

It is believed that sufficient has been said above to indicate the 
use that is to be made of these special accounts, and it is not neces- 
sary to discuss any of the other accounts which would normally 
be maintained. 

It will be noted that the foregoing plan which will be permitted 
upon an explicit statement of facts made to the Commissioner 
of Internal Revenue by a taxpayer engaged in merchandising upon 
the installment plan is not a change from an accrual basis to a 
cash received and paid basis. In the opinion of this o%ce the in- 
come of a merchandising concern can not be correctly reflected upon 
the latter basis, as the use of inventories is absolutely essential. The 
plan herein outlined is, therefore, merely a modification or adapta- 
tion of the ordinary accrual method of accounting as in the opinion of this oflice will enable the accounts of the taxpayer to clearly reflect 
his net income. Where in the past another method has been used 
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that has failed to refiect the taxpayer's net income an amended 
return or returns for such year may be made. 

Section 213 (a), Article 42: Sale of personal property on 1 — 19 — 85. 
installment plan. O. D. 28. 

A corporation doing business on both a cash and installment basis 
should report profits on the installment sales on the basis outlined in 
Treasury Decision 2707 and article 42 of Regulations 45 The 
cash sales, each of which represents a completed and closed transac- 
tion, should be reported separately; that is, the entire profits derived 
from every cash sale must be reported as income in the return for 
the year in which the sale was made. 

Section 213 (a), Article 42: Sale of personal property 1 — 19 — 86. 
on installment plan. O. D. 24. 

A corporation which has heretofore been treating all installment 
sales as completed transactions and desires to change its method to 
that of treating as deferred profit the amountw&profit on unpaid 
installment sales standinq on its books December 81, 1918, is per- 
mitted to change; but this ofiice will not approve a change merely 
because the taxpayer will derive an advantage from decreased tax 
liability. When a change is approved the taxpayer will be required 
to adhere-to it in his returns for subsequent years, and the flrst 
return made under the changed method should be accompanied by a 
letter of explanation; C. O. D. and "will-call" sales Should be 
included in the inventory at the close of the year if the merchandise 
has not actually been shipped to the customers, unless such merchan- 
dise has been included in sales of the taxable year, in which case 
it should be excluded from inventory. 

Section 213 (a), Article 42: Sale of personal property 1 — 19 — 87. 
on installment plan. O. D. 25. 

If books have been so kept that the cost of each article sold was 
not shown, gross profit may be determined by taking the average 
percentage of gross profit on gross sales. If several diferent lines 
of merchandise are handled, on which the average percentages of 
profit difier, the gross profit on total sales of each difFerent class of 
merchandise should be computed separately. 

Section 213 (a), Article 42: Sale of personal property 4 — 19 — 212. 
on installment plan. O. D. 184. 

If a stockholder of a corporation sells stock to employees of the 
company for consideration of 10 per cent cash and the balance in in- 

stallment payments, secured by notes covering a period of 10 years, 
that proportion of each installment payment received during the 
taxable year which the gross profit to be realized bears to the gross 
contract price should be reported as income for the year during 
which installment payments were received. 

Section 213 (a), Article 42: Sale of personal property 28 — 19 — 542. 
on installment plan. O. D. 290. 

Where the stockholders of a corporation sell their shares in the 
corporation for a price in excess of cost and receive a cash payment 
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not in excess of 20 per cent of the total price, the purchasers «, greeing 
to pay the balance in a number of semiannual installments and deposit 
collateral with trustees as security for the faithful performance of 
the contract, the transaction is not an installment sale within the 
meaning of a~rticle 42, Regulations 45. The entire consideration in- 
volved in the sale must be treated as the equivalent of cash in the 
year when the sale is consummated. 

Section 213 (a), Article 48: Sale of real estate in lots. 12-19 — 899. 
0 D. 226. 

Where building lots contained in a given tract of land are sold 
before the contemplated development work is completed, the profit 
realized should be determined on the basis of the cost of the land, or 
its fair market value on March 1, 1918, if. acquired prior to that date, 
plus actual and estimated future expenditures for the development 
of the property in accordance with the contract of sale. 

Section 213 (a), ticle 44: Sale of real estate involv- 8 — 19 — 814. 
ing deferred payments. 0. D. 181. 
In the case of real estate sales involving deferred payments, even 

though substantial first payment is made, if the notes given by buyers 
of real estate can not be discounted nor sold on account of lack of 
credit of the buyers, such notes need not be regarded as the equiva- 
lent of cash, and the vendors may report as their income from the 
proposed . transaction for each year only the proportion of each 
payment actually received in that year which the gross profit to be 
realized when the property is paid for bears to the gross contract 
price. 

Section 218 (a), Article 47: Annuities and insurance 7 — 19 — 289. 
policies. O. D. 170. 
An individual who receives income from an annuity which has been 

purchased. for his benefit by another person is not liable for tax 
thereon until the payments received under the terms of the annuity 
have equaled the amount paid or set aside to purchase or establish 
same. 

Section 218 (a), Article 49: Compensation for loss. 15-19-448. 
(Also Article 50. ) T. B. M. 61. 

The replacement of one vessel by another of somewhat greater 
capacity is, within the meaning of article 49 of Regulations 45, a replace- 
ment in kind; permission to maintain a replacement fund for one year 
with the privilege of asking for a further extension of time is reasonable. 

Advice has been requested (1) as to whether the X Company is 
entitled to set up a replacement fund and to claim that the replace- 
ment of a steamer by one of greater dead-weight tonnage is a replace- 
ment in kind, and (2) whether a replacement at any time withm the 
three-year plan of the Shipping Board may be considered a replace- 
ment within a reasonable time. 

The X Company owned a steamship which was sunk by an enemy 
action. Compensation for this loss was awarded the owners by the 
Bureau of War Risk Insurance, and the company is, therefore, cle'arly 
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entitled to set up a replacement fund in respect of the sum so received. 
It now proposes to replace the loss of the steamer by the purchase 
of another steamship, which is a new vessel of greater dead-weight 
tonnage, and u hich, except as to size, appears to be the same general 
ti pe of steamer as the one sunk. It is always difficult to replace such 
an article as a steamship by another which closely corresponds in every 
particular. Unless the new vessel is built to specificatlons there are 
;ilmost certain to be variations of one sort or another and the decision 
us to ivhether the new vessel eHects a replacement In kind ought to 
be made along reasonably broad lines. If the taxpayer elects to 
replace by a somewhat larger or somewhat smaller boat, so long as 
the general type of boat is the same as the one lost or destroyed, it 
may fairly be taken as a replacement in kind in so far as it equals the 
tonnage of the original vessel. In this case there should be charged 
against the replacement fund only such portion of the cost of the new 
steamer as would fairly represent the cost of a boat of the carrying 
capacity of the old steamer, proper allowance being, of course, made 
for any accrued depreciation upon the latter. 

There is at the present moment much uncertainty as to the future 
of the shipping industry, and this factor may properly be taken into 
consideration in determming what is a. reasonable period within which 
the replacement must be eff'ected. The taxpayer desires permission 
to maintain its replacement fund for a three-year period. The Unit 
has recommended that the taxpayer be allowed to maintain the 
replacement fund for a period of one year with permission to submit, 
at the end of that time, to the Commissioner. a statement of the then 
existing conditions with a request for an extension. The proposal of 
the Income Tax Unit appears to be reasonable and should be adopted. 

Section 213 (a), Article 50: Replacement fund for loss. 20 — 19 — 504. 
(also article 49. ) O. 914. 

Where the owner of a requisitioned tug uses the proceeds to buy 
barges, this is not such a replacement in 1-ind as to come within the 
provisions of articles 49 and 50 of Regulations 45. 

The attached letter raises a question relative to the provisions of 
articles 49 and 50 of Regulations 45. whereby taxpayers whose 
property has been requisitioned by the Government are required to 
return as taxable income only that part of the amount received which 
is in excess of the sum actually and reasonably expended to replace 
the property substantially in kind. Where it is not practicable to 
restore the property immediately, the taxpaver is allov ed to set up 
a replacement fund and to postpone replacement for a reasonable 
length of time. 

The facts of the case are that a seagoing tug, carried on the owner's 
books at a valuation of x dollars, ives requisitioned by the Govern- 
ment and 5v dollars paid for it. The owner of the vessel might; 
it is asserted, have readily sold it for 6z dollars. The company en- 
deavored to replace the vessel, but found difficulty in so doing. 
Shortly after tlie vessel was requisitioned, the company lost two 
barges by marine casualty. The two barges aggregated 5y tons. 
The insurance recovered was a dollars. A. barge of only y tons 
would, it is stated, now cost z dollars, so that the approximate situa- 

103022' — 22 6 
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tion of the company with respect to the barges is that it lost 5y 
tons on which the insurance was sufhcient to cover y tons, leaving 
4y tons to be. otherwise replaced. The new barge which is being 
built has a capacity of 8y tons. The cost will exceed 4z dollars. 
The company desires permission to treat the barge as a replacement 
in part, and substantially in kind, of a tug, and thereby avoid pay- 
ment of tax on such portion of the cash profit realized by the sale 
of the tug. 

Articles 49 and 50 of Regulations 45 provide that where the 
owner of property has lost or transferred title by reason of the exer- 
cise of the power of requisition or eminent domain (including cases 
where a voluntary transfer or conveyance is induced by such pro- 
ceedings), the owner by replacing the new or restored property in 
kind may avoid treating the loss of title by requisition as a closed 
transaction. 

The replacement proposed in this case substitutes cert'ain barges 
in the place of the tug which was lost. This is not a replacement in 
kind and is not strictly within the provisions of the regulations. 
After careful study of the act the conclusion is reached that the 
Commissioner would not be warranted in extending to this taypayer 
the relief which has been asked. 

Section 213 (a), Article 50: Replacement fund for loss. 19-19 — 400. 
T. B. R. 41. 

In 1917 two steamers owned and operated by the X Company were 
tequisitioned by the United States Shipping Board and turned over 
to the Navy Department. 

In 1919 the Navy Department redelivered the ships to the Ship- 
ing Board and, in lieu of restoration, a sum of money was paid the 
hipping Board by the Navy Department. 
The two ships and the money received by the Shipping Board for 

purpose of restoration will be restored to the owner. 
In view of the age of the vessels and the extensive repairs that 

must be made in case the old ships are restored, the owner now 
desires to know whether he may sell the vessels in their present con- 
dition and place the proceeds of the sale, together with the amount 
received for restoration, in a replacement fund to be used in the 
purchase of' new ships, the new ships, when acquired, to be used in 
the same service as the old vessels before they were requisitioned by 
the Shipping Board. 

In view of the circumstances above stated, the Advisory Tax 
Board recommends that the X Company be permitted to establish 
a replacement fund. The property proposed to be returned by the 
Government to the taxpayer is substantially difi'erent from the 
property taken from the taxpayer, and to be made usable would 
require the expenditure of a substantial amount. If instead of 
restoring the property the taxpayer elects to replace it, such right 
of election comes within the reasonable interpretation of articles 49 
and 50, of Regulations 45. The compensation received will there- 
upon consist of the cash received from the Government plus the 
proceeds received from the sale of the unusable property, and the 
replacemei t fund should be established for this sum. 
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Section 213 (a), hrticle 52: When included in gross in- 2 — 19-141. 
come. S. 971. 

(hlso Section 201, hrticle 1548. ) 
Money and other propertv received in 1916 by a stocl-holder in the 

distribution of the capital anti surplus ot' a corporation in process of 
dissolution of value in excess of the price paid by him for his stock 
(or of its fair market value on Mar. 1, 1913, if he acquired it before 
that date) is income to the stocl-holder for the Vear 1916. 

Opinion is requested upon the question for what year certain 
money and property received as income by A in the distribution of 
capital and surplus of the X Company upon dissolution should be 
returned as income. 

The facts are that A owned stock in the X Company, a corpora- 
tion which in 1915 voted to dissolve. The method resolved upon 
to e6'ect the dissolution was that the company holdings in excess of 
its liabilities be distributed among the stockholders of the company 
who at the close of business December 31, 1915, were ascertained to 
be stockholders of record. The transfer books were closed December 
31, 1915, in order to determine the stockholders of record. The 
stockholders were given the option of taking as part of the capital 
ancl surplus so distributed either cash or stock in another company. 
No distribution of assets was made until January, 1916. In Feb- 
ruary, 1916, it was discovered that not all the assets had been dis- 
tributed, there being cash and other property on hand. A meeting 
was held on that ~late and a resolution was passed ordering the 
property sold for cash or otherwise converted into assets easily dis- 
tributable. In April. 1916, final distribution was made and the cor- 
pot ation fully dissolved. 

The pertinent portions of the Act of September 8, 1916, read as 
follows: 

"SEc. 1 (a). That there shall be levied, assessed, collected, and paid annually 
upon the entire net income received in the preceding calendar year from all 
sources by every inrlividual, a citizen or resident of the United States, a tax 
of 2 per cent upon such iucome 

"SEc. 8 (a). The tax shall be computed upon the net income as thus ascer- 
tained of each person subject thereto received in each preceding calendar year 
ending December 81. " 

By the terms of the Revenue Act of 1916 the net income received 
in 1916 is'subject to the tax imposed by that Act. As the income 
in question was all received in 1916 it was income for 1916 within the 
meaning of the Act. 

It is heM that money and other property received in 1916 by a 
stockholder in the distribution of the capital and surplus of a cor- 
poration in process of dissolution, of value in excess of the price paid 
by him for his stock (or of its fair market value on ilfarch 1, 1913, if 
he acquired it before that date) is income to the stockholder for the 
year 1916. 

Section 213 (a), hrticle 52: When included in gross in- 2 — 19 — 140. 
come. O. D. 97. 

(hlso Section 201, hrticle 1541. ) 
The date of payment rather than date of receipt is the governing 

factor in determining when a dividend should be treated as taxable 
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income to the recipient. Consequently, a dividend paid in Kansas 
and received there by stockholders December 80, 1917, but not received 
by stockholders in California until January, 1918, will be taxable at 
1917 rates to the California stockholders. 

Section 213 (a), Article 52: When included in gross in- 21 — 19-528. 
come. 0. D. 282. 

(Also Section 233, Article 541. ) 
When property is sold by individuals who are under agreement to 

incorporate at a later date, the proceeds of the sale being placed on 
deposit in a bank in escrow under the condition that the sale must be 
ratified by the directors of the corporation when organized, income 
accrues to the corporation at the time when the sale is ratified and 
the funds in escrow are made available to the company. 

Section 218 (a), Article 52: When included in gross in- 80-19-685. 
come. 0. D. 848. 

(Also Section 201, Article 1548. ) 
Where the assets of a corporation in process of liquidation are 

being disposed of, the proceeds being distributed to the stockholders 
in installments, and it is not known what the total proceeds will be, 
and consequently the amount of profit to the stockholders can not 
be definitely determined, a stockholder should return no portion of 
the installment payments as income until the amount actually re- 
ceived exceeds the cost of the stock to him, or its fair market value 
as at March 1, 1918, if acquired prior to that date. However, if the 
corporation enters into a contract for the sale of its assets at a stipu- 
lated price, the purchaser making payment in installments, the por- 
tion of each liquidating payment to the stockholder representing 
profit is determinable and should be returned as income for the year 
during which received. 

Section 213 (a), Article 52: When included in gross income. 

(See 1 — 19 — 18; sec. 212, art. 22. ) Profit and loss adjustments for 
prior years, made during the taxable year under instructions from 
the Interstate Commerce Commission. 

Section 218 (a), Article 54: Examples of constructive 20-19 — 505. 
receipt. 0-912. 

(Also Section 218, Article 822. ) 
The donation by assignment of partnership profits to be earned in 

the future does not exempt such profits, when determined, from taxa- 
tion as a part of the individual income of the donor. 

Section 212 (a), act of February 24, 1919, provides that in the 
case of individuals the term "net income" means "gross income" 
less certain deductions. 

Section 218 defines gross income as follows: 
That for the purposes of this title * ~ " the term "gross income" (o) 

includee gains, profits, and income derived from salaries, wages, or compensa- 
tion for personal service ~ " ", of whatever kind and in whatever form paid, 
or from professions, vocations, trades, businesses, commerce, or sales, or deal- 
ings in property, whether real or personal, growing out of the ownership or 
use of or interest in such property; also from interest, rent, dividends, securi- 
ties, or the transaction of any business carried on for gain or profit, or gains or 
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ProAts and income derived from any source whatever. The amount nf all such 
Itenis sb dl be inc]uded ln the gross income for the taxable year in which re- 
ceived by the taxpayer 

A is a member of a partnership with offices in Y. and Z. Kach 
pal tner's distributive share of the firm pro6ts for the fiscal year is 
determined at the Z office. Until such a determination each par'tner 
has but a right to receive pro6ts at a future time. It has been the 
practice of A. to write the flrm in Z each year directing it to set 
aside a certain percentage of his pro6ts, when determined, for certain 
charitable purposes. Accordingly, when the firm makes distribution 
of profits there is placed on the firm's books to the credit of A only 
such shares as he retained the right to receive. The remainder of 
the pro6ts properly accruing to him is credited and paid directly 
to the institutions designated by A as beneficiaries. 

The question raised is whether the shares thus set aside are return- 
able as a part of the individual income of A and taxable as such. 

Though a gift is exempt from taxation in the hands of the donee, 
section 918 (b) (8), that fact is obviously not controlling in deter- 
mining its taxability as income when passing through the hands of 
the donor. It may very well be income to the donor though not to 
the donee, and the instant case is a tvpical one. 

The taxpayer here directs his partners, who owe or will owe him 
money to the extent of his share of the profits, to pay a part of those 
profits to a third person, the donee named in the assignment. It is 
none the less the income of the taxpayer. 

While the amount named in the assignment is never actually re- 
ceived by the donor, because of his ordering it to be paid to another, 
he admits his right of ownership by the very act of executing the 
assignment. The mere fact that it is received by his nominee, rather 
than by him, does not prevent its being his income. 

Profits need not be reduced to actual possession in order that they 
shall be treated as income for tax purposes. (Reg. 45, art. 54. ) 

Section 918 (a) of the act provides in part: 
That there shall be included in computing the net income of each partner his 

distributive share, whether distributed or not, of the net income of the partner- 
ship for the taxable year 

This provision clearly requires that the individual return of each 
partner shall include his entire share of the partnership pro6ts. 
That some one, not a member of the partnership, collects a portion 
of a partner's distributive share directly from the flrm does not 
remove that requirement. 

It is therefore held that where a taxpayer, in order to make a gift, 
directs one owing him money to pay the amount to a third person, 
such amount must none the less be returned as income by the donor. 

Section 213 (b). — GROSS INCOME DEFINED; EXCLUSIONS. 

Section 213 (b), Article 71: What excluded from gross 1 — 19 — 48. 
income. O. D. 86. 

Money received by naval attaches to be expended by them for 
entertaining and exceptional purposes caused by reason of their 
duties is not subject to tax and need not be included in any income 

tax return such officers may be required to render, if expended solely 
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in connection with their oflicial duties and no part of same ls diverted 
for personal use ol expenses. 

Section 213 (b), Article 71: AVhat excluded from gross 3 — 19 — 130. 
1llcome. 0. D. 119. 
A clergyman is not liable for any income tax on the amount re- 

ceived by him during the year from the parish of which he is in 
charge, provided that he turns over to the religious order of which 
he is a member, all the money received in excess of his actual living 
expenses, on account of the vow of poverty which he has taken. 

Members of religious orders are subject to tax upon taxable income, 
if any, received by them individually, but are not subject to tax on 
income received by them merely as agents of the orders of which 
they are members. 

Section 213 (b), Article 72: Proceeds of insurance. 6-19-270. 
(Also Section 218 (a), Article 321. ) T. B. R. 22. 

Exemption of proceeds of life insurance policies paid on the death 
of the insured to partnership beneficiaries under the Rexenue Act of 
1910 and the Revenue A. ct of 1918. 

Section 4 of the Revenue Act of 1916 provided that "the proceeds 
of life insurance policies paid to individual beneficiaries upon the 
death of the insured" should be exempt from income tax. Section 
213 of the Revenue Act of 1918 provides, in part, that "proceeds of 
life insurance paid upon the death of the insured to individual bene- 
ficiaries, or to the estate of the insured" shall not be included in gross 
income. It will be noted that except as to estates this language is 
practically identical with that of the Revenue Act of 1916. 

It is realized that this is not an easy question to decide, and that 
a mere textual construction of either act might justify a contrary 
decision; but in both acts a strong intent is disclosed to treat part- 
nerships on the same general basis as individuals. k'or example, 
the individual members of a partnership are taxed under both acts 
on their distributive share of the earnings, whether distributed or 
not. The rates are not those applicable to the partnership as an 
entity, but are those applicable to each individual within the partner- 
ship g~roup. These rates may vary widely among the members of the 
same partnership. Under the 1916 Act partnerships were allowed 
to deduct all the interest paid, while the similar deduction of corpora- 
tions was limited. 

In the ordinary case where the life of a member of the partnership 
is insured his death dissolves the partnership and the remaining 
partners receive the proceeds of the insurance policy as individuals. 
They would be compelled to sue in court as individuals. The dis- 
tinction between such a case and an insurance policy payable to the 
partners as individuals is too small to warrant a difi'erence in treat- 
ment. In the case of a corporation beneficiary there is an entity 
which is the beneficiary, which is separate and distinct from the 
stockholders, which can sue the insurance company in its own name, 
and which continues to exist after the death of the insured. 

The unquestioned purpose of the paragraph in question was to 
ant the exemption to individuals and deny it to corporations. 

he place of the partnership is left in doubt. Taking into account 
all the factors which may properly be recognized as bearing upon this 
question, it is the opinion of the Advisory Tax Board that partner- 
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ships should be classed with individuals rather than corporations, 
and that Congress had no intention of treating partnerships difier- 
ently in this respect uncler the two Acts in question. The fact that 
partnerships were subjected to an excess profits tax under the Reve- 
nue Act of 1917 can not be said to modify the meaning of this part 
of the Act of 1916. Under the 1916 Act partners were taxed only 
in their individual capacities, and the partnership did not file a re- 
turn except on request by the Commissioner. 

The Advisory Tax Board accordingly recommends that the phrase 
"individual beneficiary" used in the Revenue Acts of 1916 and 1918 
be deemed to include a partnership beneficiary. 

Section 213 (1), Article 73: Gifts and bequests. 7-19-290. 
S. 1022. 

The Revenue Act of 1918, section 218 (b) (8) provides: 
That for the purposes of this title ~ ~ * the term "gross income" does 

not include ~ ' * the value of property acquired by gift * ~ ~ (but 
the income from such property shall be included in gross income). 

Regulations 45, article 1562, provides: 
In the case of property acquired by gift, ~ ~ ~ the basis for computing 

gain or loss on a sale is the fair market value or value of the property at the 
date of acquisition or as of March 1, 1918, if acquired prior thereto. 

Not every case in which a gift is purported to be made is an actual 
case of gift. A mere colorable gift which leaves the donor still with 
the actual disposition of the property is not to be treated as a gift, 

'even though there is delivery and all outward forms are complied 
with. 

In the case of a real and actual gift of property which has appre- 
ciated in value between the time of acquisition and the time the gift 
is made, the appreciation will not be the subject of income taxation, 
and the donee who sells it will return as income only any appreci- 
ation realized over its value when the donee actually became the 
owner of it. 

On the other hand, a mere colorable gift is not to be treated as a 

gift at all, and an attempt by such colorable gift to evade taxation 
ls fraud for which either party who participates therein may be 

punished. 

Section 213 (b), Article 73: Gifts and bequests. 22 19-588. 
O. D. 286. 

A bonus paid by a State to its residents who served in the mili- 

tary or naval forces during the war with Germany does not consti- 

tute taxable income to the recipient. 

Section 213 (b), Article 74: Interest upon State obliga- 1 — 19-42. 
tions. O. D. 80. 

Interest received on certificates of indebtedness known as "Fire 
relief certificates" issued in the State of Minnesota, is considered 

interest upon the obligations of a State and therefore not taxable. 

Section 213 (b), Article 74: Interest upon State obliga- 28 — 19 — 611. 
tlons. O. D. 827. 

Certificates of sale issued by a county or other political subdivision 

of s State in connection with the sale of property for nonpayment of 
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taxes do not fall within that class of obligations of a State, county, 
or municipality, the income from which is exempt from Federal in- 
come tax. 

Section 213 (b), Article 77: Interest upon United States 1 — 19 — 46, 
obligations. O. D. 34. 
Interest on certificates of indebtedness issued by the Philippine 

Government is exempt from taxation, under the Revenue Act of 1918. 

Section 213 (b), Article 77: Interest upon United States . 3 — 19-181. 
obligations. O. D. 120. 

(Also Section 214 (a) 11, Article 251. ) 
An owner of nontax-free Liberty bonds who has made an absolute 

gifts of the coupons attached to the bonds covering interest due for 
a number of years will be required to include in his income tax 
return the interest which accrues each year on the bonds, and to pay 
any tax that may be due thereon. If the gift of the coupons is to 
an institution under section 214(a) 11, a deduction of such gift would 
be allowed in the annual income tax return. 

Section 213 (b), Article 77: Interest upon United States 10 — 19 — 356. 
obligations. O. D. 206. 
Certificates of indebtedness issued by the Director General of 

Railroads are held to be obligations of the United States but not 
such obligations as are exempt from income, war profits and excess 
profits taxes. 

Section 213 (b), Article 77: Interest upon United States 11 — 19 — 374. 
obligations. O. D. 212. 
Interest upon bonds issued by the War Finance Corporation, the 

principal of which does not exceed $5, 000 in aggregate, is exempt 
from taxation. (Section 16, Act approved April 5, 1918. ) This 
exemption is in addition to the 85, 000 exemption allowed under sec- 
tion 7, Act approved April 24, 1917, which amount includes Liberty 
bonds of any issue (excluding first), war savings certificates, and 
certificates of indebtedness. 

Section 213 (b), Article 77: Interest upon United States 
obligations. 
(See 1 — 19 — 116; sec. 325, art. 815. ) Taxability of interest upon 

bonds of the War Finance Corporation. 

Section 213 (b), Article 77: Interest upon United States 
obligations. 

(See 8-19-331; sec. 233, art. 541. ) Interest received by a bank from 
its customers on account of Liberty bonds carried for them. 

Section 213 (b), Article 78: Liberty bond exemption 11-19-373. 
from surtax and war profits and excess profits tax O. D. 211. 
in 1918. 

(Also Section 330, Article 833. ) 
If a partnership was an "original subscriber" to Liberty bonds of the Fourth series and was reorganized as a corporation prior to 

July 1, 1919, and elects to be taxed as a corporation from January 4 
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1918, in accordance ~ ith section 330, Revenue Act of 1918, the cor- 
oration will be considered an "original subscriber" to Liberty 
onds of the fourth series within the meaning of article 79 of Regu- 

lations No. 45. 

Section 213 (b), Article 79: Liberty bond exemption 11 — 19&75. 
from surtax and war profits and excess profits tax O. D. 213. 
in 1918. 
The words "the date of the tax return" as used in the supplement 

to the second Liberty loan act are held to mean the date on which the 
return is filed with the collector. Consequently a taxpayer holding 
the prescribed amount of fourth Liberty loan bonds on December 31, 
1918, but who disposes of them on January 1, 1919, before his return 
has been filed is not allowed the exemption referred to in the supple- 
ment to the second Liberty loan act. 

Section 213 (bl, article 80: Liberty bond exemption 2 — 19 — 148. 
after December 31, 1918. T. D. 2836. 

Liberty bonds and Victory notes issued under authority of the 
Acts of Congress approved April 24, 1917, September 24, 1917, 
April 4, 1918, July 9, 1918, September 24, 1915, and March 3, 1919, 
are entitled, respectively, to the exemptions froni taxation set forth 
in said Acts, from which the statements on this page are summarized 
and to which they are subject. 

L The 4 and 4g per cent bonds are exempt from all Federal, State, 
and local taxation, except (a) estate or inheritance taxes and (b) 
Federal income surtaxes and profits taxes, as follows: 

1 First Liberty loan converted 4 
per cent bonds of 1932-1947 
(First 4s). 

2. First Liberty loan converted 4$ 
per cent bonds of 1932 — 1947 
(First &s, issue of May 9, 
1918). 

3. First Liberty loan second con- 
verted Q per cent bonds of 
1932-1947 (First Qs, issue of 
Oct. 24, 1918). 

4. Second Liberty loan 4 per cent 
bonds of 1927 — 1942 (Sec- 
ond 4s). 

5. Second Liberty loan converted 
Q per cent bonds of 1927— 
1942 (Second 4$s). 

6. Third Liberty loan 4$ per cent 
bonds of 1928 (Third Qs. ) 

7. Fourth Liberty loan 4$ per cent 
bonds of 1933 — 1938 (Fourth 
as) . 

8. Victory Liberty loan 4g per 
cent convertible gold notes of 
1922 — 1923 (4g per cent Vic- 
tory notes. ) 

Are exempt, both as to prin- 
cipal and interest, from all 
taxation now or hereafter 
imposed by the United 
States, any State, or any of 
the possessions of the 
United States, or by any 
local taxing authority, ex- 
cept (a) estate or inherit- 
ance taxes and (b) gradu- 
ated additional i n c o m e 
taxes, commonly known as 
surtaxes, and excess prof- 
its and war profits taxes 
now or hereafter imposeh 
by the United States upon 
the income or profits of 
individuals, partnerships, 
associations, or corpora- 
tions. 
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Are exempt, both as to principal 
and interest, from all taxation 
(except estate or inheritance 
taxes) now or hereafter im- 
posed by the United States, any 
State, or any of the possessions 
of the United States, or by any 
local taxing authority. 

1. First Liberty loan 3$ per cent 
bonds of 19M — 1947. 

Q. Victory L'iberty loan 3$ per 
cent convertible Gold Notes 
of 19M'1993. 

II. The 4 per cent and 4~4 per cent bonds are entitled to limited ex- 
emptions from I& ederal income surtaxes and profits taxes, as follows: 

4 per cent and 4~4 per cent Liberty bonds (but not A~ per cent 
Victory Notes) are entitled to certain limited exemptions from 
graduated additional income taxes, commonly known as sur- 
taxes, and excess profits andmar profits taxes, now or here- 
after imposed by the United States, upon the income or profits 
of individuals, partnerships, associations, or corporations in 

respect to the interest on principal amounts thereof as fol- 
lows: 

$5, 000 in the aggregate of First 4s, First 4$s (issues of May 9 
and October 94, 1918), Second 4s and 4~4s, Third 4$s, Fourth 
44~s, Treasury Certificates, and %Var-Savings Certificates. 

30&000 of First 4~s ( issue of October 94, 1 9 1 8, only ) until the 
expiration of two years after the termination of the war. 

30, 000 of Fourth 4i4s until the expiration of two years after the 
termination of the war. 

30, 000 in the aggregate of First 4s, First 4$s (issues of May 9 
and October 24, 1918), Second 4s and 4/sy Tllird 4+4s, and 

Fourth 4/s, as to the interest received on and after January 
1, 1919, until the expiration of five years after the termina- 
tion of the war. 

45, 000 in the aggregate of First 4s, First 4~4s (issue of May 9, 
1918, only), second 4s and 4/s, and. Third 4$s, as to the interest 
received after January 1, 1918, until the expiration of two 

years after the termination of the war; this exemption con- 

ditional on original subscription to, and continued holding at 
the date of the tax return of, two-thirds as many bonds of 
the fourth Liberty loan. 

90, 000 in the aggregate of First 4s, First Qs (issues of May 9 
and October 94, 1918), Second 4s and 44&s, Third 4&4s, and 
Fourth 4)s, as to the interest received on and after, January 
1, 1919; this exemption conditional upon original subscription 
to, and continued holding at the date of the tax return of, one- 

third as many notes of. the Victory Liberty loan, and extending 
through the life of such notes of the Victory Liberty loan. 

$160, 000 total possible exemptions from Federal income sur- 
taxes and profits taxes subject to conditions above sum- 
marized. 

III. The 3) per cent bonds and 3~ per cent notes are exempt from 
all Federal; State, and local taxation, except estate or inheritance 
taxes, as follows: 
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Section 213 (b), Article 80: Liberty bond exemi. tion 6 — 19 — 272. 
after December 81, 1918. T. D. 2865. 

INTEREST ON VIOTORV NOTES. 

All interest accrued on 4f per cent Victory notes at the date of any 
conversion by the taxpayer into 3a4 per cent Victory notes will, for the 
purposes of computing net incoine, be deemed to be interest upon 4~4 

per cent Victory notes, and will be entitled only to the exemptions 
from taxation to which interest on 4a4 per cent Vict'ory notes is en- 
titleil. Any and all amounts received by any taxpaper from The 
United States by way of adjustment of. accrued interest upon con- 
version of 4g per cent Victory notes into 3g per cent Victory notes 
will be deemed to be interest upon 4g per cent Victory notes. 

Vll interest accrued on 3~4 per cent Victory notes at the date of any 
conversion by the taxpayer Into 4g per cent Victory notes will, for 
the purposes of computing net income, be deemed to be interest upon 
%4 per cent Victory notes, and will be entitled to the exemptions from 
taxation to which interest on 3$ per cent Victory notes is entitled. 

Section 213 (b), Article 80: Liberty bond exemption 2 — 19 — 171. 
after December 31, 1918. T. B. R. 7. 

Each of several affiliated corporations included in 'a consolidated 
return under section 240 of the Revenue Act of 1918 is entitled to 
the same full benefits under the exemptioii provisions of the several 
Liberty Bond Acts to which it would be entitled if not affiliated. 

Advice is requested as to whether in the case of a consolidated re- 
turn each afhliated company is entitled to the exemptions of interest 
provided in the various Liberty Bond Acts, or whether exemptions 
are based upon the consolidated condition. 

First 3$ per cent unconverted bonds issued under section 1 of the 
First Liberty Bond Act of April 24, 1917, are exempt from all income 
and profits taxes and are as a result unaftected by the above ruling. 
Subsequent issues are, however, subject to the several provisions of 
section 7 of the Second J iberty Bond Act, approved September 24, 
1917, subdivisions (1), (2), and (3) of the supplement to Second 
Liberty Bond Act approved September 24, 1918, and of subdivisions 
(a) and (b) of section 2 of the Victory Liberty Loan Act approved 
March 8, 1919. These provisions provide certain absolute, hmited, 
or conditional exemptions. of the interest on bonds "owned by any 
individual, partnership, association, or corporation, " an expression 
repeated at least six times in the provisions just cited. In subdi- 
vision 2 of section 7 of the supplement to the Second Liberty Bond 
Act and in subdivision (b) of section 2 of the Victory Liberty Loan 
Act there are also certain conditions expressed in the following form: 

Provided, That no owner of such bonds shall be entitled to such exemption 

unless certain conditions are complied with. 
It is evident that the provisions of the several bond acts, all except 

one of which were enacted prior to the enactment of the Revenue Act 
of 1918, contemplate that the test of the exemption to which a tax- 
payer is entitled is based entirely on his or its ownership of such 
bonds. The provisions creatinq the exemptions are found in the 
bond acts under which corporations are for all purposes considered 
as wholly separate entities. The requirement of a consolidated return 
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'h fountl only in the Revenue Act, , and even there, as shown in the 
extract quoted later in this paragraph, when it is intended to allow 
only one credit, express provision is made to that efFect. The agree- 
ment as to exemptions implied in statutes creating such exemptions 
can not either in justice or equity be deemed to have been modifled 

by subsequent statutes in the absence of the most express provisions 
to that efFect. There are absolutely no such provisions. Section M0 
of the Revenue Act of 1918, approved February M, 1919, provides 
as follows: 

Szc. 240. (a) That corporations which are affiliated within the meaning of 
this section shall, under regulations to be prescribed by the Commissioner, with 
the approval of the Secretary, make a consolidated return of net income 
and invested capital for the purposes of this title and Title III, and the 
taxes thereunder shall be -computed and determined upon the basis of such 
return: 

In any case in which a tax is assessed upon the basis of a consolidated re- 
turn, the total tax shall be computed in the ihst instance as a unit and shall 
then be assessed upon the respective affiliated corporations in such proportions 
as may be agreed upon among them, or, in the absence of any such agreement, 
then on the basis of. the net income properly assignable to each. There shall 
be allowed in computing the income tax only one specific credit of $2, 000 (as 
provided in sec. 286); in computing the war-profits credit (as provided in sec. 
311) only one specific exemption of $3, 000; and in computing the excess-profits 
credit (as provided in sec. 312) only one specific exemption of $8, 000. 

The above provision requires a consolidated return in certain cases. 
It makes no reference to tax exemptions, and a consolidated or 
restricted tax exemption is neither demanded by its terms nor by the 
nature of a consolidated return. On the other 'hand, subscriptions 
to bonds of this sort are a mgtter not at all afFected by the affiliated 
or independent status of a corporate subscriber. 

It is accordingly held that the several provisions of the Liberty 
bond acts relating to exemptions apply separately to each corporation 
and that each of the several afFtliated corporations included in a con- 
solidated return be entitled to the same full benefits to which it would 
be entitled if not afiiliated. 

Section 213 (b), Article 80: Liberty bond exemption 6 — 19-271. 
after December 31, 1918. T. B. R. 28. 

Status of banks as original subscribers to the fourth Liberty loan 
and Victory Liberty loan. 

A question has arisen relative to the status of banks as original 
subscribers to bonds of the fourth Liberty loan and notes of the 
Victory Liberty loan in those cases where individual subscribershave 
agreed to take the bonds and have subsequently defaulted. 

The Government encouraged individuals to subscribe for Liberty 
bonds and Victory notes through banks which it designated as 
"subscriber's agencies. " The law gave certain exemptions to bond 
owners provided they were original subscribers and still owned the 
bonds. It seems clear that the bank and the individual can not 
both be the original subscriber to the same bonds, and that the 
status as original subscriber must be fixed at the time the subscrip- 
tion is made. 

The following considerations seem to point irresistibly to the con- 
clusion that the bank which takes over bonds after default by indi- 
vidual subscribers can not be considered an original subscriber. 
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In such cases the customer suffers the loss if the bonds fall in price, 
or realizes the gain if they aclvance in price. The bank gets the 
bonds for the market price and not for the issue price. The cus- 
tomer is legally bound to take the bond and is primarily liable to 
pay for it. The liability of the bank, if any, is secondary, and it 
is protected from any possibility of loss in all cases where a suffi- 
cient initial payment is required. 

The department has ruled that the individual subscriber is the 
original subscriber and entitled to the exemptions even before the 
bonds are fully paid for, so long as he is not in default (Law Op. 
673). If he defaults he loses the exemption not because he was not 
the original subscriber but because he is then no longer the owner of 
the bonds. 

It would be highly undesirable to have the rights of either the 
bank or the individual subscribers depend upon variations in pro- 
cedure. It is not believed that the result indicated above is changed 
by any of the following possible methods of buying the bonds: 

(a) The bank may transmit, the individual subscriptions to the 
Federal reserve bank or it may cover them with its own subscrip- 
tion, merely sending in the data necessary for making the proper 
allotments. Even in this latter case it must be held that the indi- 
vidual is an original subscriber. The bank is technically acting as 
an agent for the subscribers and the ownership of the bonds rests 
in the customer, even though his name is not disclosed to the Gov- 
ernment. 

(5) The bank in its contract with the customer may expressly re- 
serve title until full payment is made. This is, however, a security 
title only, and the strict 1'egal right of the bank is either to force the 
customer to take the bond or to sell the bond as collateral. If it 
chooses 'to keep the bond, probably the Government should not ob- 
ject, but the bank can not increase its rights as original subscriber 
by so doing. 

(c) The bank may anticipate the customer's subscriptions and pur- 
chases. It is believed, however, that the entire subscription period 
should be considered as a whole, and that the anticipated purchase 
is more formal than real. The substance rather than the form of 
the transaction should be consiclered, and the result should not turn 
upon narrow questions of time, nor upon technical legal considera- 
tions as to whether the bank reserved a complete title or merely a 
lien or something in between these. 

(d) In any case whether the bank pays the Government for the 
bonds in one cash payment or in installments is immaterial and 
the decision will be controlled by other facts in the particular case. 

Section 213 (b), Article 80: Liberty bond exemption 1 — 1940. 
after December 81, 1918. O. D. 28. 

(Also Section 214 (a) 2, Article 121. ) 
(Also Section 825, Article 818, ) 

The computation of exempt interest from Liberty loan bonds will 
be based upon the full amount of bonds subscribed for and still 
owned. Interest upon obligations incurred to purchase or carry 
Liberty bonds issued after September 24, 191?, may be deducted from 
gross mcome. 
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In computing the amount of admissible assets for the purpose of 
determining the average percentage of inadmissible assets, the total 
cost of bonds subscribed for, whether fully paid for or not, may be 
included in admissible assets. 

Section 213 (b), Article 80: Liberty bond exemption 1-19-43. 
after December 31, 1918. O. D. 31. 
In cases where there. have been a great many changes in the amount 

of Liberty bonds of the various classes, or other securities of the 
United States, held by a bank during the year, it will be permissible 
to determine the amount of interest derived from each class, in excess 
of the maximum exemption applicable from the books or other 
records of the bank. The correct amount of interest subject to tax, 
received or accrued, must be shown, and a statement attached to the 
return showing how the interest was determined. 

Section 213 (b), Article 80: Liberty bond exemption 12-19-401. 
after December 31, 1918. O. D. 227. 

Where a taxpayer has held at any time or times, within the taxable 
year Liberty loan bonds (any issues except the first unconverted), 
United States certificates of indebtedness, or war savings stamps, the 
total interest received being equal to or in excess of the interest for one 
year on an aggregate principal of $5, 000, credit may be taken to an 
amount not exceeding such amount of interest for one year on the 
aggregate principal of $5, 000. 

Section 213 (b), Article 83: Income of foreign govern- 5-@-248. 
ments. O. D. 153. 
The provision which exempts from income tax certain income of 

foreign ambassadors, ministers, and their subordinates who were 
nonresident aliens at the time of appointment does not extend to 
income received by their wives from sources within the United States. 

P 

Section 213 (b), Article 83: Income of foreign govern- 8 — 19 — 315. 
ments. 0. D. 182. 
Delegates to the United States representing a foreign country in 

connection with an agi;cement with the United States Food Admin- 
istration, whereby fiour is furnished to that country, and raw mate- 
rials are brought to this country and sold, would not be subject to 
tax with respect to any profits derived from the sale of such products. 

Section 213 (b), Article 83: Income of foreign govern- 9 — 19 — 339. 
ments. O. D. 196. 
Residents of the United States, as well as citizens thereof, are sub- 

ject to tax with respect to any income received which represents com- 
pensation for services rendered to a foreign legation. 

A subject of a foreign country, who at the time of his appointment 
to a legati'on in the United States, is a resident of the United States, 
would be subject to tax on the same basis as a citizen of the United 
States. 
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Section 213 (b), Article 83: Income of foreign govern- 29 — 19 — 624. 
ments. O. D. 886. 
Only foreign diplomats, ambassadors, and other diplomatic repre- 

sentatives in charge Ivho are accredited to the United States to repre- 
sent their sovereign or country and who reside here, and the mem- 
bers of their staff are entitled to exemption *om tax on income from 
investments in bonds and stocks and from interest, on bank balances. 
Foreign consuls resident in the United States are not entitled to the 
exemption. 

Section 213 (b), Article 84: Income of States. 
(Also Section 219, Article 341, ) 

PROPERTY GlvEN To MIINIGIPALITY IN TRIIsT. 

14-19-488. 
O. 895. 

Where property is willed to a municipality in trust that the income 
of the property shall be used for a public charity the income is not 
liable to Federal income tax and the trustees of the fund are not re- 
quired to file annual tax returns. 

Section 2 (b) of the Act of September S, 1916, provides as follows: 
Income received by estates of deceased persons during the period of adminis- 

tration or settlement of the estate shall be subject to the normal and additional 
tax and taxed to their estates, and also such income of estates or any kind 
of property held in trust including such income accumulated in trust for the 
benefit of unborn or unascertained persons, or persons with contingent interests, 
and income held for future distribution under the terms of the will or trust 
shall be likewise taxed. the tax in each instance, except when the income is 
returned for the purpose of the tax by the beneficiary, to be assessed to the 
. executor, administrator, or trustee, as the case may be: Proiilded, That where 
the income is to be distributed annually or regularly between existing heirs or 
legatees, or beneficiaries, the rate of tax and method of coinputing the same 
shall be based in each case upon the amount of the individual share to be dis- 
tributed. 

Such trustees, executors, administrators, and other fiduciaries are hereby in- 
demiiihed against the claims or demands of every beneficiary for all payments 
of taxes which tliey shall be required to make under the provisions of this title, 
and they shall have credit for the amount of such payments against the bene- 
ficiary or principal in any accounting which they mal-e as such trustees or 
other fiduciaries. 

This provision was not amended by the Act of October 8, 1917. 
A provided in his last will and testament that a portion of his 

property be held in trust by the City of Y and that it constitute a 
fund to be used for certain charitable purposes. The legacy was ac- 
cepted by the city. 

The city claims that it is exenipt from income tax upon the in- 
come of this fund. The claim for the refund of the tax paid has 
been written up for rejection on the ground that the fund is a trust 
fund and tliat the income of a trust fund of this character is subject 
to income tax. It is stated in the finding of facts: 

inasmuch as the evidence in the case shows that the trust was 
created for the benefit of unascertained persons and is still in process of ad- 
ministration, it is held that it is properly taxed as an entity under the provi- 
sions of section 2 (b) of the Act of October 3, 1917, or that portion of the in- 
come accruing to it which had not been distributed. This conclusion has been 
reached notwithstanding that an examination of the docunientary evidence in 
the case shows that the trust was created for a charitable purpose and that Ro 

part of its net income inures to the benefit of any private individual, because 
there is no provision of law under which any income accruing to trusts cre- 
ated for charitable purposes is exempt from income tax. 
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This trust fund is similar to the trust funds held by a great many 
cities and towns throughout the United States. Money is given to 
a city or town in trust to use the income therefrom for charitable 
purposes, the support of a hospital, schools, maintenance of a park, 
or for some other purpose ordinarily recognized as a municipal 
function. In municipal accounting the assets of such trust funds 
accepted by a city are generally regarded as the assets of the city, 
and the income of the funds as municipal revenues. Thus, the 
Bureau of the Census, in its statistics of cities published annually, 
includes in its statements of the assets of cities the assets of such 
trust funds and includes in the municipal revenues the income of 
such funds. 

It is a fundamental principle in the interpretation of Federal tax- 
ing statutes that they shall not be construed so as to impose a 

tax upon the income of States, or political subdivisions of States, 
providing such income arises from the normal governmental func- 
tions of the State or political subdivision. In the case of United 
States v. Railroad Company (17 Wall. , 829, 897), the United St'ates 

Supreme Court stated: 
The right of the States to administer their own aifairs through their legis- 

lative, executive, and judicial departments, in their own manner through their 
own agencies is conceded by the uniform decisions of this court and hy the 
practice of the Federal Government from its organization. This carries with 
it an exemption of those agencies and instruments from the taxing power of 
the Federal Government. 

The only question for determination in the present opinion ap- 
pears to be whether the income of the fund is used for a municipal 
purpose. 

In view of the facts of the case it is held that the Y City, through 
the board of commissioners of the fund, was discharging a strictly 
governmental function in discharging the trust in question. 

This case is sharply to be difFerentiated from the case of South 
Carolina e. United States (199 U. S. , 487) in which the United States 
Supreme Court held that when a State engages in a private business 
that business is not withdrawn from the taxing power of the Federal 
Government. Where a city accepts money in trust, the income to 
be used for the support of the poor, the administration of the trust 
must be regarded as a public and governmental rather than a 
private activity. 

It is held that where property is ~illed to a municipality in trust 
that the income of the property shall be used for a public charity 
the income is not liable to Federal income tax and the trustees of 
the fund are not required to file annual tax returns. 

Section 218 (b), Article 84: Income of States 14-19-484. 
0. D. 950. 

Certain townships and a county constructed the X Railroad and 
subsequently leased it to the Y Railroad for a number of years for 
an annual consideration. The rental, after the payment of actual 
expenses, being divided between the respective townships and county 
on the basis o~f ownership, is income derived from a public utility 
and as such is not taxable under section 218(b) of the Revenue Act 
of 1918. The X Railroad, however, must file a return of income. 
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Section 213 (b), Article 84: Income of States. 28-19-612. 
(Also Section 216, Article 301. ) 0. D. 328 

A corporation is organized to furnish water, light, power, and heat 
to a town. The town owns practically all the common stock, upon which no dividends are to be paid. The preferred stock is to be 
redeemed as soon as possible out, of earnings, after which the plant 
becomes the property of the town. Income derived by the corpora- 
tion from the operation of such plant is exempt from tax in accord- 
ance with section 213(b) 7, Revenue Act of 1918, since the imposi- 
tion of the tax would delay the redemption of the preferred sto;It, 
thereby imposing "a loss or burden" on the town. 

However, the corporation must file returns of annual net income. 
Dividends received by holders of the preferred stock of the cor- 

poration are not an allowable credit against net income for tile 
purpose of the normal tax. 

Section 213 (b), Article 85: Compensation of State offi. - 3 — 19 — 179. 
cers. T. D. 2843 

Salaries of State ofiicials and salaries and wages of employees of a 
State are not liable to income tax imposed by the Revenue Act of 
1918. 

Section 213(a) of the Revenue Act of 1918 provides tliat gross in- 
come shall include "gains, profits, and income derived from salaries, 
~ages, or compensation for personal service s e ~ of whatever 
kind and in whatever form paid. " 

In accordance with an opinion of the Attorney General, dated May 
6. 1919, and based on the mell-settled rule that governmental agen- 
cies of the States are not subject to taxation by the Federal Govern- 
ment, it is held that salaries of State ofiicials and salaries and wages 
of employees of a State are not subject to the income tax imposed by 
the said Revenue Act of 1918. 

Section 213 (b), Article 85: Compensation of State ofIi- 4-19 — 214. 
cers. 0-826 

ExEMPTICN FBCM INcoME Tkx OF TEscHEES IN INSTITvTIoN FOE INSTavcTIQN 
OF DEAF-MVTES. 

Salaries paid to teachers are exempt from income tax only where the 
educational institution is maintained wholly by the State and the rela- 
tion of employer and employee exists between the State and the teacher. 
They are not exempt merely because engaged in educational work or 
because they are pensioned by the State. (Revenue Act of 1916, sec. 4; 
Revenue Act of 1918, sec. 218(a). ) 

The Revenue Act of 1916 exempted from income tax "the compen- 
sation of all oScers and employees of a State. " (Sec. 4. ) The same 
section of the act also exempted the compensation of the President 
and certain Federal judges. The Revenue A. ct of 1918 abrogates the 
latter provision and expressly taxes the compensation of all ofiicers 
and employees of the United States, including the President and 
Federal judges. (Sec. 218a. ) As to State employees, the previous 
exemption is omitted, but no provision is substituted, as in the case 
of Federal employees, expressly subjecting the compensation to tax. 

It has been a familiar principle for many years on the one hand. 
108022~ — 22 — 7 



INCOME TAX RULIKGS. 

that the States have no power to tax the instrumentalities of the 
Federal Government; on the other, that the Federal Government 
has no power to tax the instrumentalities of the various States. The 
exemption provision in the Act of 1916 was evidently due to this 
principle, and indicates compliance with a supposed limitation of 
power. The omission of the exemption in the Act of 1918 strengthens 
this view. It fo'llows that the exemption, both in the Act of 1916 
and that of 1918, extends only to those cases in which the exercise 
of the taxing power by the Federal Government would constitute 
an undtle infringement upon the powers of the States. 

The reason and extent of the limitation are thus stated: 
The exemption rests upon necessary implication, and is upheld by the great 

law of self-preservation; as any government, whose means employed in con- 

ducting its operations, if subject to the control of another and distinct govern- 
ment, can exist only at the mercy of that government. Of what avail are 
these means if another power may tax them at discretion) (Collector v. Day, 
11 Wall. 118, 127. ) 

The exemption thus extends only to "the means employ'ed (by the 
State) in conducting its operations"; that is to instrumentalities 
necessary to enable the State to exercise its governmental duties. 
The actual decision in Collector u. Day harmonizes with the lan- 

guage used. It was that Congress has no power to impose a tax 
upon the salary of a State judge; that is, to tax an instrumentality 
necessary to the performance of the strictly governmental duty of 
administering the law. 

The limitations of the rule are well exemplified by the South Caro- 
lina dispensary case. (South Carolina t. United States, 199 V. S. , 
AY. ) It was hei'd in this case that persons engaged in the selling of 
liquor are not exempt from the tax imposed upon such persons (R. S. , 
secs. 8140, MM, M84), because acting as agents of the State of South 
Carolina, which had taken charge of the business of selling intoxi- 
cating liquors. It was conceded that "the regulation of the sale of 
liquor comes within the scope of the police po~er, " that "the police 
power is in its fullest and broadest sense reserved to the States, " 
and that Congress "may do nothing by taxation in any form to 
prevent the full discharge by the (State) of its governmental func- 
tions "; but it was nevertheless held that "whenever a State engages 
in a business which is of a private nature that business is not with- 
drawn from the taxing power of the Nation" (pp. 458-454, 468). 
This decision establishes that action of the State in the. legitimate 
exercise of its police power is not necessarily an exercise of those 
governmental functions interference wi'th which is unlawful. The 
whole scope of the opinion indicates a tendency to restrict the limi- 
tation of the Federal power to tax so as to prevent interference only 
with the strictly governmental functions of the State. The danger 
of any other rule, in impairing internal-revenue taxation, is consid- 
ered at length (pp. 459-458). 

The teachers now in question are not embraced within the class 
to which the exemption applies. Education is undoubtedly a sub- 
ject of great prtblic importance, in which the State takes an exten- 
sive interest. The function of education, however, is not exclusively 
a governmental one. The State is not required to undertake it; and 
it is often carried on by private individuals for profit. The fact 
that it is a proper subject for State regulation does not. prove that 
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a teacher is an "employee" of the State. That depends upon the 
. -ircumstancez of the particular case. It is not enough to show that 
the taxpayer is engaged in educational work, and that the State is 
interested in the subject of education. Educational institutions are, 
by special provision, exempt from income tax; but the exemption 
has not been extended to their employees. 

The question whether any particular teacher is an "employee" 
of the State should be determined by the familiar tests. The re- 
lation of employer and employee implies the payment by the em- 
ployer of the wages of the employee, and the existence of the right 
to control the exercise of his duties and to discharge him. Xeither 
f'iict appears in the present case. The institution is conducted, pri- 
marily, by private eR'ort and private funds. The State and the 
i'iirious counties send pupils to it, and pay for their support. This 
payment, however, is for services rendered, and is made to the in- 
stitution, not to the teachers. Their salaries are paid by tbe insti- 
tution, not by the State. The power to control and discharge the 
teachers is also vested in the institution. The State has powers of 
visitation over the institution itself, but does not interfere in the 
details of its management. 

Stress is laid. upon the fact that teachers in the institution may 
receive pensions from the State; but the very legislation relied upon 
makes against the theory that they are State employees. 

Prior to 1915 the education law of the State provided as fol- 
lows: 

Every teacher in a State institution wlio, for a period of 10 years imme- 
diately preceding, has been employed by the State as a teacher in any col- 
lege, school, or institution maintained and supported by the State, and who 
shall have been engaged in teaching in some college, university, school, acad- 
eniy, institution, teachers' institutes, or in the public schools of this State oi 
elsewhere during a period aggregating 30 years must, at his request, or may 
on the order of the cominissioner of education, be retired froin such employ- 
ment. (Cons. Laws, chap. 16, sec. 1095. ) 

And every person so retired is entitled to a pension (sec. 1098). 
By chapter 614 of the laws of 1915, section 1095 was amended to 

~ read as follows: 
Every teacher m a State institution and in an institution for the instruc- 

tion of the deaf and dumb and the blind, receiving State pupils whose in- 
struction and support are paid for by the State, who, for a period of 10 years 
immediately preceding, has been einployed as a teacher in any college, school, 
institution, or teachers' institutes maintained and supported by the State, etc. 

It thus appears that, prior to 1915, it was required that a teacher 
should, for a period of 10 years, have been "employed by the State. " 
The amendatory statute expressly includes the case of teachers in 
mstitutions for the instruction of the deaf, dumb, and blind. Special 
provision for this case, however, indicates that it was thought that 
they did not come within the previous provisions, as persons "en1- 
ployed by the State"; and the context supports this view. The 
institutions for the deaf, dumb, and blind are described as institu- 
tions "receiving State pupils whose instruction and support are 
paid for by the State"; and this contrasts with the description of 
evidently the legislative theory that the mere receipt by an institu- 
tion of the State pupils did not make it an institution supported by 
the State, or its teachers employees of the State. 
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The receipt of a pension does not stamp the recipient as an em- 
ployee of the State or government making the grant. Many illus- 
trations could be given to prove this statement'. 

It is held, therefore, that. the teachers in question are not exempt 
from income tax. 

8ection 213 (li), Article 85: Compensation of State oKcers. 1 — 19 — 45. 
0. D. 33. 

Compensation paid to a county surveyor from county funds, even 
though on a per diem basis. is free from tax. 

Section 213 (b), Article 85: Compensation of State o%- 16 — 19 — 459. 
cers. 0. D. 256. 

An individual who exercises a public function under an appoint- 
ment issued by a court oflicer for a particular tran'saction or pur- 
pose for a limited time, and in the exercise of such function is not 
invested with the character of either an o%cer or employee of. the 
State or political subdivision thereof. is not considered to be such a 
State oAicial or employee whose compensation is exempt from Fed- 
eral income tax under the provisions of article 85 of Regulations 45 
and Treasury Decision 2843. 

The designations "State ofFicers" and "employees of a State" 
refer only to those persons who are in the regular and continual 
service of the State or a political subdivision thereof within the 
ordinary acceptance of these terms. Accordingly, administrators 
and executors, whether or not they are considered to be oKcers of the 
court' in the performance of their duties, are not exempt from Federal 
income tax on the compensation received for their services. 

Section 213 (b), Article 85: Compensation of State oK- 16 — 19 — 460. 
cers. 0. D. 257. 

The members of the Virginia debt commission. , created by act of 
the legislature of the State for the purpose of discharging a govern- 
mental function, are considered to be State officers and compensa- 
tion received by them for services rendered in their oScial capacity 
is exempt from Federal income tax. 

Section 213 (li), Article 85: Compensation of State oS- 19 — 19 — 497. 
cers. 0. D. 274. 

Compensation paid by a State or political subdivision to its ofFicers 
and employees is not subject to the income tax imposed by the Rev- 
enue Act of 1918, even though the recipient is a nonresident alien. 

Section 213 (b), Article 85: Compensation of State ofli- 25 — 19 — 582. 
cers. 0. D. 309. 

A. chief engineer appointed by a sewerage commission created by 
the common council of a city under authority of a State statute, is 
considered to be an employee of a political subdivision of a State 
and the compensation paid him is not taxable. 
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Section 213 (b), Article 85: Compensation of State oHi- 
cers. 
(See 9 — 19 — 338, sec. 213(a), art, 31. ) Taxability of fees received 

by a ~itness summoned by a State attorney. 

Section 213 (b), Article 86: Compensation of soldiers 
and sailors. 0. D, 27. 

Employees of the Commission on Training Camp Activities, as 
such, are not considered to be persons in active service in the military 
or naval forces of the United States, and, therefore, are not en- 
titled to the exemption allowed by section 213 (b) 8, Revenue Act 
of 1918. 

Section 213 (b), Article 86: Compensation of soldiers 1 — 19 — 41. 
and sailors. 0. D. 29. 
A civilian governed by the rules and regulations of the American 

Expeditionary Forces is not termed a person in the military forces 
of the United States within the meanmg of section 213(b) 8, and 
therefore is not entitled to the $3, 500 exemption provided in that 
section. 

Section 213 (b), Article 86: Compensation of soldiers 3 — 19 — 182. 
and sailors. 0. D. 121. 

(Also Section 218, Article 322, ) 
A member of a partnership who has performed services in the 

military forces of the United States during the present war, and 
according to agreement has turned over to the partnership the com- 
pensation received for such services, may in reporting h1s distribu- 
tive share of the partnership's income, exclude from his return an 
amount equal to the sum received for military services and turned 
over to the partnership& but not in excess of $3&500. The other 
partner must report his entire distributive share of the income re- 
gardless of the fact that a portion of it was derived from his part- 
ner's compensation for military services. 

Section 213 (b), Article 86: Compensation of soldiers 3 — 19 — 183. 
and sailors. 0. D. 122. 
Compensation received from the United States War Department 

by a civilian Hying instructor for services rendered during the pres- 
ent war does not come within the exemption provided by section 
213 (b) 8 of the Revenue Act of 1918 for compensation for active mili- 
tary service performed during the present war. 

Section 213 (b), Article 86: Compensation of soldiers 3 — 19 — 184. 
and sailors. 0. D. 123. 

(Also Section 216, Article 302. ) 
The personal exemption allowed a married man and the exemption 

for dependents are not included in the $3, 500 compensation for active 
service in the military or naval forces of the United States during 
the present war exempt from tax under section 213(b) 8 of the Reve- 
nue Act of 1918. 
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and sailors. 0. D. 214 

(Also Section 213 (a), Article 31. ) 
Only such portion of amounts received by persons in the military 

service of the United States representing compensation for services 
in the Army and which was paid by the War Department is exempt 
from tax under section 218 (b) 8 of the Revenue Act of 1918. 

Accordingly, the compensation received from the Spruce Division 

by a person in military service engaged in cutting spruce is taxable 
and should be included in his returns. 

Section 213 (b), Article 86: Compensation of soldiers 28 — 19 — 618. 
and sailors. 0. D. 829. 

Persons serving during the present war in the American Merchant 
Marine Sea Training Bureau are not entitled to the $8, 500 exemption 
provided in section 218(b) 8, Revenue Act of 1918. 

Section 213 (b), Article 86: Compensation of soldiers 29 — 19 — 625. 
and sailors. 0. D. 887. 

Section 218(b)8, Revenue Act of 1918 applies only to 1918 and 

subsequent years and may not be applied retroactively to salary or 
compensation received for active service in the military or naval 

forces of the United States between April 6, 1917, and December 81, 
1917. 

Section 218 (c). — GROSS INCOME DEFINED: NONRESIDENT ALIEN 
INDIVIDUAL. 

Section 213 (c), Article 91: Gross income of nonresi- 9 — 19 — 840. 

dent alien individuals. T. D. 2876. 

Decision under Revenue Act of 1913. 
The income received by a nonresident alien from stocks and bonds 

of corporations organized under the laws of the United States and 
bonds and mortgages secured upon property in the United States, the 
certificates representing the same being held by a domestic trust com- 

pany under a power of attorney which gave authority to the agent 
to sell, assign, or transfer any of them and to invest and reinvest the 

proceeds, is property owned in the United States within the meaning 

of the act of October 8, 1918. 

Section 213 (c), Article 91: Gross income of nonresi- 18 — 19-417. 
dent alien individuals. 0. D. 289. 

Interest on bonds of a nonresident foreign corporation payable in 
the United States to a nonresident alien is not income from sources 
within the United States. 

Section 213 (o), Article 91: Gross income of nonresi- 28 — 19 — 548. 
dent alien ind. ividuals. 0. D. 291. 

An alien who comes to the United States with merchandise which 
he disposes of in this country is subject to tax with respect to the 
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rofit derived from such activities, even though he is within the 
nited States for a period of less than 80 days. 

Section 218 (c), Article 91: Gross income of nonresi- 
dent alien individuals. 

(See 28 — 19 — 549; sec. 288, art. 550. ) Taxability of income of non- 
resident alien from sales within United States by mail-order busine=. = 

or on unsolicited orders. 

Section 218 (c), Article 92: Income of nonresident 1 — 19 — 16. 
alien individuals not subject to tax. 0. 786. 

(Also Sectioit 221, Article 861. ) 
Where bonds, notes, or other obligations of a foreign Government are 

underwritten by a United States banking establishment and are by their 
terms payable at an ofFice of such banking establishment in the United 
States, interest paid from the United States otlice to nonresident alien 
individuals or foreign corporations who are holders of such securities 
is not to be regarded as income received from a source within the United 
States. 

A question is raised as to the withholding obligation of a United 
States banking house, which pays interest to nonresident alien indi- 
viduals or foreign corporations holding notes of a foreign govern- 
ment. Section 218 (c) of the Revenue Act of 1918 is as follows: 

Iu the case of nonresident alien individuals„gross income includes only the 
gross income from sources within the United States, including interest ou 
bonds, notes, or other interest-bearing obligations of residents, corporate or 
otherwise, dividends from resident corporations, and including. all amounts iw- 

ceived (although paid under a contra. ct for the sale of goods or otherwise), 
represeniing profits on the manufacture and disposition of goods within the 
United States. 

It appears that the notes in question are obligations of a. foreign 
Government, but are payable at the United States oflices of a United 
States banking establishment, which underwrote them. Articles 91 
and 92, Regulations 45, Preliminary Edition, discuss the meaning of 
the word "sources, " as regards the income of nonresident, alien indi- 
viduals, but do not expressly cover this case. The mere fact that 
disbursement of interest and principal on these obligations is to be 
made in the United States is not conclusive that such amounts are 
received from a United States source. The question as to the source 
of income must be decided upon some more definite basis than the 
place of payment or the nationality of the paying agent. These rnat- 
ters may be determined by the parties without afFecting the real 
substance of the transaction. 

It is held, therefore, that, where bonds, notes, or other obligations 
of a foreign government are underwritten by a United States bank- 
ing establishment, and are by their terms payable at an once of such 
banking establishment in the United States, interest paid from the 
United States oSce to nonresident alien individuals or foreign corpo- 
rations, who are holders of such securities is not to be regarded as 
income received by them from a source wit4n the United States and 
therefore not subject to withholding. 
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Section 213 (c), Article 92: Income: of nonresident 18 — 19 — 478. 
alien individuals not subject to tax. 0. 908. 

(Also Section 221, Article 361. ) 

REvzNvz AcY ov 1918, SEcvroNs 213 (c) ~Nn 221 (s), 

Interest on tax-free covenant bonds of corporations organized in the 
United States doing no business and owning no property therein paid to 
nonresident aliens is not sub]ect to taxation as income received from 
sources within the United States. 

Section 213 (c) of the Revenue Act of 1918 provides: 
(c) In the case of nonresident alien individuals gross income includes only 

the gross income from sources within the United States, including interest on 
bonds, notes, or other interest-bearing obligations of residents, corporate or 
otherwise, dividends from resident corporations, and including all amounts re- 
ceived (although paid under a contract for the sale of goods or otherwise) 
representing profits on the manufacture and disposition of goody within the 
United States. 

Section 221 (b) provides in part: 
(b) In any case where bonds, mortgages, or deeds of trust, or other similar 

obligations of a corporation contain a contract or provision by which the obligor 
agrees to pay any portion of the tax imposed by this title upon the obligee * ~ ' 
the obligor shall deduct and withhold a tax equal to 2 per cent of the interest 
upon such bonds, mortgages, deeds of trust, or other obligations * v * whether 
payable to a nonresident alien individually or to an individual citizen or resi- 
dent of the United States 

The X Company was organized in the United States. However, 
it operates exclusively abroad and does no business and owns no 
property in the United States. Certain of the tax-free covenant 
bonds of the company are owned by nonresident aliens and the ques- 
tion arises as to whether the interest paid on such bonds to the non- 
resident alien individual owners is subject to withholding. 

Gross income in the case of nonresident alien individuals includes 
only "gross income from sources within the United States, " includ- 
ing, among other things, the interest on bonds of "residents, cor- 
porate or otherwise. " Section 221 (b), requiring the withholding of 
a tax of 2 per cent of the interest payable on tax-free covenant bonds, 
whether payable to nonresident ahen individuals or to citizens or 
residents of the United States, must be read in connection with sec- 
tion 213 (c). This is evident from the fact that section 221 (b) ex- 

ressly refers to "the tax imposed by this title, " which is "Title 
I — Income tax" on indivieluals. Thus, withholdiiig of interest on 

tax-free covenant bonds owned by nonresident alien individuals is 
only required when the interest is "from sources within the United 
States; ' that is, when the interest is paid by "residents, corporate 
or otherwise. " (Law Opinion 397. ) But a corporation organized in 
the United States is not necessarily a resident of the United States. 
As stated in that opinion: 

From this use of language it appears that "domestic" and "resident" are not 
synonymous — a foreign corporation may be a resident corporation — and that 
residence and citizenship of a corporation are analogous, respectively, to resi- 
dence and citizenship of an individuah Though a corporation is usually said to 
be a resident where organized, for the purposes of this statute the country in 
which the corporation is organized is to be regarded as determining its citizen- 
ship and not its residence. A domestic corporation is to be treated as a citizen 
and a foreign corporation as an alien. Residence within the United States 
requires some localization, such as being engaged in business or trade or having 
an office or place of business therein. 
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Compare Brand e. Auto Service Company (75 N. J. L. 280& 67 Atl. 
19). In Law Opinion 897 it was held that interest on notes of a 
corporation organized in the United States but owning no property 
and doing no business therein was not subject, to tax. This opinion 
was expressly' followed in article 92, Regulations 45. Interest upon 
bonds of a domestic corporation owning no property and doing no 
business in the United States should not be differently treated. 

It is held, therefore, that interest on tax-free covenant bonds of 
corporations organized in the United States, doing' no business and 
owning no property therein, paid to nonresident aliens is not subject 
to taxation as income receivecl from sources within the United States. 

Section 213 (o), Article 92: Income uf nonresident 1 — 19 — 47. 
alien individuals not subject to tax. O. D. 85. 
The interest on bonds and notes of foreign countries, owned by non- 

resident aliens, is not subject to income tax in the hands of the recip- 
ients, whether paid in the United States or abroad, nor is a profit 
realized on foreign exchange from such payment taxable. 

Section 213 (c), Article 92 (a): When the wages of a 8 — 19 — 816. 
nonresident alien are derived from sources within T. D. 2869(1). 
the United States. 
The final edition of Regulations 45 is amended by inserting imme- 

diately after article 92 a paragraph to be known as article 92a, as 
f ollows: 

Aar. 82a. 1Ãhev& tlute &cages of a &to&tresideut alien are derioed from sources 
&oithi&& the United, States. — While resident alien seamen are taxable lilrc citizens 
on their entire incoine from whatever sources derived, nonresident alien seamen 
are taxable only on income froin sources within the United States. Ordinarily, 
wages received for services rendered inside the territorial United States are 
to be regarded as from sources within the United States. The wages of an alien 
seaman earned on a coastwise vessel are from sources within the United States, 
but wages earned by an alien seaman on a ship regularly engaged in foreign trade 
are not to be regarded as from sources &vithin the United States, even though the 
ship flies the American flag, or although during a part of the time the ship 
touched at United States ports aud remained there a. reasonable time for the 
transaction of its business. The presence of a seaman aboard a ship which 
enters a port for such purposes of foreig'n trade is merely transitory, and wage&s 
earned during that period by a nonresident alien seaman are not taxable. There 
is no withholding from the wages of alien seamen unless they are nonresidents 
within the rules laid down in articles 811 to 815. Even in the case of a non- 
resident alien seaman the employer is not obliged to withhold from wages unless 
those wages are from sources within the United States as defined above. As to 
when alien seamen are to be regarded as residents see article 812a. 

Section 213 (c), Article 92 (a): When the wages of a 
nonresident alien are derived from sources within 
the United States. 

(See 18 — 19 — 424& sec. 221& art. 861. Wages earned on vessels making 
occasional coastwise voyages. 

Section 214 (a) 1. — DEDUCTIONS ALLOWED: BUSINESS EXpENSES 

Section 214 (a) 1, Article 101: Business expenses. 8-19 — 317. 
(Also Section 215, Artiole 292. ) S. 1048, 

The cost of transportation paid by a salaried employee living at a 
distance from his employment, in order to go to and return from such 
enip]oyiucut is not deductible as a business expense. 
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Opinion has been requested whether the cost; of. transportation paid 

by a salaried employee, living. in one city but employed in another 

city, in order to go to and return from such employment, is deduct- 

ible as a business expense in the computation of net income in in 

come tax returns. 
Section 214(a) (1) of the Revenue Act of 1918 provides that in 

computing net iiicome there shall be aHowed as deductions: 

(1) LI1 the ordinary and necessary expenses paid or incurred daring the 

taxable year in carrying on any trade or business, 

Section 215(a) provides that no deduction shall be allowed' in the 

computation of net income in respect of "personal, living, or family 
expenses. " 

The provisions of the A. cts of October 3, 1913, and September 8, 
1916, are to the same effect. (See sec. 2, subd. 8, Act of Oct. 3, 
1918, and sec. 5(a) of the Act of Sept. 8, 1916. ) 

Railroad fares paid out in connection with trips undertaken for 
and on account of business have been held to be deductible as a neces- 

sary expense of business. Whether such fares are a business expense 

is to be determined by the facts in. each case. If the trip is under- 

taken for other than business purposes, such railroad fares are 
ersonal expenses. (See art 299 of Regulations 45. ) On the other 

and, commuters' fares in going to and returniiig from work„not- 
withstanding such trips are made because of business, have been held 

to be a personal expense. (See question 58, Income Tax Primer 
(revised Mar. 1, 1919). ) In England the decisions on the same ques- 

tion have been to the same e8ect as the answer to question 58. (See 
Cook e. Knott, 2 Gt. Bn. Tax Cases, 246; Revell v. Directors, 3 Gt. 
Bn. Tax Cases, 19. ) 

"Business expenses;" as defined in article 101, Regulations 45, 
includes all items entering. into what is ordinarily known as the cost 
of goocls sold, together with selling and management expenses, In 
short, every necessary item of expense in conducting business, in- 

curred primarily because of and solely in the furtherance of the 
business engaged in, is held to be an ordinary and. necessary business 
expense. 

To what extent can this de6nition of busiiiess expenses be applieN 
Does it include any and all expenses which in any way bear upon or 
have a relation to or a connection with the business engaged in by 
the individual) Obviously, amounts paid, out for medical attention 
necessary for the upkeep of the body and the preservation of health 
are personal and have no connection with bushtess; Likewise; sums 

paicl to the grocer, to the tailor, amounts paid for insurance and. house 

rent. These expenses arise independently of business. The test, 
therefore, is whether an expense is incurred primarily because of 
business as the immediate cause inducing the expenditure. 

Does the expense incurred by the commuter for transportation to 
ancl from his employment meet the test above set forth'f Obviously, 
an individual is free to 6x his residence wherever he chooses. He 
Rxes it according to his personal convenience and inclinations, as a 
matter separate and apart from business. Any expense, therefore, 
incident to such residence as fixed by the individual is a matter 

ersonal to him. If he prefers, for personal reasons, to live in a 
i8erent city from that in which his business or employment is lo- 
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cated, any expense incident to so doing is the result of decision based 
upon personal convenience and preference, and it is not the result of 
anythmg undertaken for business purposes and, therefore, is not a 
business expense. 

It is therefore held that the cost of transportation paid by a sal- 
aried employee living at a distance from his employment, in order to 
go to and return from such employment, is not deductible as a busi- 
ness expense within the meaning of the Revenue Acts of October 8, 
1913, September 8, 1916, as amended, and February 94, 1919. 

Section 814 (a) 1, Article 101: Business expenses. 8-19-187. 
T. B. R. 18. 

DEDUOTIBILlTY oF ' CRoP IN6URENcE" IN THE CANNINO INDUSTRE. 

Amounts set aside by canncrs of perishable food products, as a reserve 
against which to charge losses due to climatic and other natural eon- 
' ditions producing shortage of the raw product, not deductible in com- 
puting net income. 

The present recommendation is made in response to a request that 
reserves for crop insurance be allowed as deductions from gross 
income. 

The argument of the petitioners, briefly summarized, is as follows: 
The canning industry is peculiarly subject to localized climatic conditions 

which greatly affect the output from year to year. 
The expenses of a cannery being to a large extent constant, the result is 

that the cost per unit of output is much less in the year of large crops than in 
the years of crop failure. 

The climatic conditions being local rather than general, the high cost per 
unit iu the years of scant crops is not compensated by the higher prices of 
output; and there results an alternation of' abnormally high profits snd abnor- 
mally low profits, depending on the alternation of favorable and unfavorable 
climatic conditions. 

On the theory that these changes follow a somewhat definite cycle, it is claimed 
that an equitable adjustment would be secured by establishing a reserve for 
crop insurance as suggested above. 

The Revenue Act recognizes that in any business the profits may 
vary from year to year. It deliberately adopts the policy of levying 
additional taxes on annual profits above the average. It does not 
make any corresponding reduction for a year in which the profits 
are below the average. An actual net loss in one year may, under 
section 204, be ofFset against net profits of another year, but this is a 
special relief provision limited in its application to the narrow class 
of cases covered by that section. The equalization of profits between 
years which show no loss or the accumulation of reserves against 
future losses are not sanctioned by the law. In general, the statute 
evidences a clear intent to restrict within the narrowest limits deduc- 
tions for addition to reserves other than the reserves of insurance 
companies required by law. It is doubtful even whether a reserve 
against an incurred but unpaid liability can be recognized, when the 
liability is at all indefinite. But there can be little doubt that a reserve 
against a future loss is unrecognized by the statute, and no doubt a4 
all that a reserve against fluctuations in future profits has no standing 
of a kind which would warrant the deduction of additions thereto 
in computing net income for purposes of taxation. 

The allowance of a charge for crop insurance clearly di6ers from 
the allowance for depreciation in the element of definiteness of cal- 
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Section 214 (a) 1, Article 101: Business expenses 1-19-55. 
O. D. 38. 

If a creditor takes out a life insurance policy on an individual to 
cover loans to the individual, the creditor may, while the loan is out- 
standing, deduct from gross income as a necessary expense the 
amount of the premiums paid during the year for which the return 
is made. 

culation. The certainty of depreciation is unquestioned, and the life 
of the depreciating asset can be estimated with a fair approximation 
of accuracy. But even the depreciation allowance is given by virtue 
of express statutory authority. 

The theory of a regularly recurring crop cycle, particularly as 
limited to localized industries, is still a theory. The particular 
theory of a crop cycle cited in the petitioner's brief refers to a general 
world-wirle cycle. Such a cycle is deliberately ruled out of considera- 
tion by the petitioners who claim that while a general shortage of 
crops would in part be compensated by higher prices, the shortages 
for which they wish to provide are local shortages in closely con- 
tiguous territory which are so limited as to have no noticeable efFect 
on general market prices. 

The petitioners claim that if a crop insurance reserve is capable of 
being determined with reasonable certainty, it is an allowance the 
canner has a legal right to claim but admit also that crop insurance 
has entering in it so many variable factors that no insurance compa- 
nies will write the risks. The pe'tition therefore in part rests on a 
debated economic theory which relates at best to conditions not ap- 
plicable to the case at issue, and in part on an admittedly nonexist- 
ing. accuracy of calculation. 

The request is in efFect a proposal to equalize profits in a manner 
not contemplated'by the Act, and it is accordingly recommended that 
the petition be denied. 

Section 214 (a) 1, Article 101: Business expenses. 11-19-877. 
(Also Section 284, Article 561. ) 0. D. 215. 

Any amount paid as a premium on crop insurance taken out as a 
protection against a loss which may occur on account of crop condi- 
tions would constitute an allowable deduction as a business expense. 

Section 214 (a) 1, Article 101: Business expenses 

Section 214 (a) 1, Article 101: Business expenses. 

(See 1 — 19 — 88, sec. 218 (a), art. 81. ) EfFect of Federal taxes paid 
in connection with amounts paid on account of patent infringement. 

Section 214 (a) 1, Article 101: Business expenses. 

(See 28 — 19 — 551& sec. 250, art. 100R. ) Penalties added to tax: 
w'hen deductible as business expense. 

25-19-588. 
0. D. 810 

An amount expended by a Member of Congress for clerk hire, in 
excess of the allowance made by the Government& may be properly 
deducted as a business expense. 
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Section 214 (a) 1, Article 101: Business expenses. 
(See 96-19 — 595, sec. 250, art. 1003. ) Deduction of interest on 

taxes. 

Section 914 (a) 1, Article 105: Compensation for per- 15-19 — 444. 
sonal services. T. B, R. 46. 

' 

Iteosnns mots of jg jg, jg j7, an@ jgj8. — Compensation for personal services. 

In the determination of the tax liability of the X Company for the 
year 1916 under the Revenue Act of 1916 the question has arisen as 
to the amounts to be allowed as deductions from gross income for 
salaries of officers. It appears that, in addition to salaries described 
as "nominal, " considerable sums were paid to the officers of the 
corporation upon the basis of percentages of the profit remaining 
after payment of a dividend to the stockholders. Such percentages 
apparently bore no relation to the stockholdings of the officers. 

The controlling principles as to deductible allowances for officers' 
salaries and compensation for personal services generally were stated 
in Treasury Decision 9696 and are embodied in article 105 of Regula- 
tions 45. The same rul s are applicable to the Revenue Acts of 1916, 
1917, and 1918. "The test of deductibility in the case of com- 
pensation payments is whether they are reasonable and are in fact 
payments purely for services. 4' (See article 105, supra. ) The facts 
submitted in the present case are not sufficient to warrant a deter- 
mination of the amounts properly allowable as deductions for salaries 
paid in the year 1916. The ruling requested is, however, merely 
as to what limit shall be placed on a distribution, on a percentage 
basis, of profits to officers of the above-named company, who receive 
only nominal salaries. It is impossible to fix a maximum limit ap- 
plicable to salaries generally. The allowance in each case must be " what is reasonable in all the circumstances" (see article 105, supra), 
and it can not be 'laid down as a general rule that any given sum is 
necessarily more than is reasonable under any circumstances. Clearly, 
it can not be said that salaries in excess of a certain amount are 
always unreasonable and that the excess over that amount should 
invariably be disallowed. Of course, all claims for large salary 
deductions, especially in cases of salaries based upon percentages of 
profits, should be scrutinized in the light of the regulations. 

It;s held, therefore, that the department is not warranted in fixing 
any amount as a maximum limit for deductions for officers' salaries 
and compensation for personal services& but that each case must be 
decided In the light of all its circumstances. 

Section 914 (a) 1, Article 105: Compensation for per- 18 — 19-481. 
sonal services. T. B. M. 70. 
A close corporation operated for a number of years prior to 1917, 

sometimes making moderate losses and sometimes moderate profits, 
paying only nominal salaries to its officers. In 1917 It was highly 
successful and distributed to the five stockholders who are also officers 

approximately 19 per cent of its net income, in exact proportion to 
their stock hoMings. Of the total amount distributed 18 per cent 
was paid currently during the year and 89 per cent was paid on or 
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about the close of the year 1917. In view of the salaries paid by 
other coinpanies in the same fine, doing a corresponding volume o f 
business, the aggregate salaries paid appears to be excessive; and as 
some of the oScers receiving the largest salaries did not devote all o f 
their time to the work, a substantial part of the so-called salaries 
would seem to be nothing more than a distribution of profits. Forty 
per cent of the deduction taken for above salaries was not allo~ed. 

Section 914 (a) 1, Article 105: Compensation for per- 92 — 19 — 584. 
sonal services. T. B. M. 86. 

(Also Section N4, Article 561. ) 
Salaries voted subsequent to the close of any taxable year, and also 

subsequent to the close of the books for such taxable year, ran not be 
considered an ordinary and necessary expense of doing business. 

In the case of the M Company, A& B and Company, and 0 Com- 

P any appeals were made from the . adverse decision of the Income 
ax Unit with regard to certain salaries, bonuses, and fees which 

were voted at various dates in 1919 to cover the calendar year 1918. 
T' he facts are agreed. upon by the taxpayers and the Income Tax 
Unit, and the only question at issue is whether in the absence of a 
contract obligation, salaries, bonuses, and fees voted after the close 
of the taxable year are properly deductible from gross income of such 
taxable year in the return of annual net iiiconm. 

The argument has been presented that the language of the law 
clearly warrants this, and that in section 234 (a) (1) the provision 
that- 
all the ordinary and necessary expenses paid or incurred during the taxable 
year iu carrying on sny trade or business, including a reasonable allowance for 
salaries or other compensation for personal services actually render~ 
means that a reasonable allowance for salaries, etc. , may be taken 
as a deduction regardless of when or how such salaries were paid. It 
is presented that the reasonable allowance for salaries or other com- 
pensation for yersonal services actually rendered is a deduction 
allowed in addition to all the ordinary and necessary expenses paid 
or incurred and is in fact simply a measuring rod used in determin- 
ing taxable net income under the law. The argument is set forth in 
full in the brief and need not be repeated here. The facts are also 
shown in each case in a very carefully prepared statement, and the 
Income Tax Unit and. the corporations are in aoreement as to the 
amount of reasonable salaries and bonuses which shall hereafter be 
recognized as proper deductions. 

The Advisory Tax Board can not concur in the interpretation 
placed by the attorney for these corporations on the language of 
section 2M (a). Salaries and wages have always been considered 
ordinary and necessary expenses incurred in carrying on any trade 
or business, and in recent years bonuses have also become ordinary 
and necessary expenses. Had the additional words "including a 
reasonable allowance for salaries or other compensation for personal 
services actually rendered" been omitted from the law, there is not 
the least doubt but that such salaries and other compensation would 
nevertheless have been allowed as proper deductions. The real 
significance of. these words is that the allowance for salaries or other 
compensation for personal'services must be reasonaws, and only a 
reasonable allowance can be taken as a deduction. 
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The word "including" indicates clearly that the latter part of the 
sentence under consideration can not be separated. from the first 
part in the manner argued by the attorney. "Include" means to 
mclose within; to embrace as a component part. Such being the case, 
these payments do not fulfill the requirements of the law so as to 
make them proper deductions. While ordinary and necessary ex- 
penses, they were neither paid nor incurred. during the taxable 
year. It is admitted. that there was no contract obligation or even 
moral obligation to make these payments. 

Having been neither incurred nor paid during the taxable year, 
it is the opinion. of the Advisory Tax Board that the amounts paid 
in 1919 for increases in salaries, bonuses, and directors' fees for the 
year 1918 are not properly deductible from the gross income of that 
year. This is in accordance with the decision already made by the 
Income Tax Unit. The Advisory Tax Board is further of the opinion 
that these increases not having been incurred or paid in the year 
1918, the payments made would not be deductible from gross inconie 
in'ascertaining net income for income and excess-profits tax purposes 
either in the return of annual net income for 1918 or any subsequent 
year. The Advisory Tax Board recommends that the decisions of 
the Income Tax Unit in the above cases be confirmed, and further 
that the amounts voted and paid in 1919 as additional compensation 
for the year 1918 be barred as a deduction in the return of annual 
net income of any year. 

Section 214 (a) 1, Article 105: Compensation for per- 
sonal services 

(See 10 — 19 — 362; sec. 284, art. 561. ) Excessive compensation. 

Section 214 (a) 1, Article 105: Compensation for per- 
sonal services. 

(See 23 — 19-554; sec. 326, art. 851. ) Compensation paid ofFicers 
based on percentage of gross sales of each. 

Section 214 (a) 1, Article 106: Treatment of excessive 
compensation. 
(See 8 — 19 — 319; sec. 311, art. 781. ) Adjustment of salaries paid 

during prewar period. 

Section 214 (a) 1, Article 107: Bonuses to employees 1-19-54. 
O. D. 37. 

Assuming books and returns on an accrual basis, deductions repre- 
senting a distribution to employees as a, dditional compensation of a 
percentage of the net earnings of a corporation are allowable only 
in the return for the year in which such expense was incurred. If 
reported otherwise amended returns should be filed. 

Section 214 (a) 1, Article 107: Bonuses to employees 8-19-186. 
O. D. 124. 

A proportionate part of the par value of a company's stock de- 
livered to a trustee to be held in escrow for the benefit of certain em- 
ployees of the company which stock is to be delivered to them at the 
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expiration of a number of years in recognition of faithful service, 
may be taken as a deduction in the income tax returns of the com- 

pany for each of such years during the period the trustee holds the 
stock, providing the corporation keeps its books on an accrual basis. 

If the employee for whom the stock was deposited should forfeit 
his right to receive the stock, the corporation must report as income 
in the year in which the right to receive the stock is forfeited, the 
amounts taken as a deduction in previous years on account of the for- 
feited stock. 

Section 214 (a) 1, Article 111: When charges deduct- 1 — 19 — 94. 
ible. S-9r3. 

Deductibility of a damage claim not finally adjudicated against the 
taxpayer in a taxable year, but later reduced to judgment. 

In 1914, in a case in which the taxpayer was defendant, it was 
adjudged by interlocutory decree over the taxpayer's objection 
that the taxpayer had infringed a valid patent belonging to the 
plaintiff, and the case was referred to a master in chancery on that 
date to state on account of the profits received by the defendant and 
assess the damages sustained by the plaintiff by reason of such in- 
f ringement. 

In 1918 the master's report in the case was filed assessing the 
profits anh damages sustained by the plaintiff at the sum of x dol- 
lars. Exceptions were filed to this report by both plaintiff and de- 
fendant, and in 1919 the court entered a decree confirming the report 
in question and finding that there was due to the plaintiff the amount 
found by such report, together with interest thereon from 1918, the 
date of filing the master's report. The defendant has not yet deter- 
mined whether to acquiesce in this decree or whether it will be able 
to file the necessary bond to carry the case to a higher court. The 
books of the defendant corporation are kept on an accrual basis. On 
account of the pendency of this suit the books of the corporation 
were not closed at the end of the corporation's taxable year, but have 
been kept open awaiting the judgment. 

The question now arises whether any part of the amount of. judg- 
ment is deductible in ascertaining the net income of the defendant 
corporation for the taxable year 1918. 

In section 984, Revenue Act of 1918, it is provided that in comput- 
ing the net income of a corporation there shall be allowed, among 
other deductions, "losses sustained during the taxable year and not 
compensated for by insurance or otherwise. " 

In law opinion 475 it was held that, "where a judgment was 
obtained against a corporation by reason of alleged infringement 
of a patent during previous years, " such judgment, so far as it was 
based on damages to the plaintiff or profits of the defendant, consti- 
tuted a deductible loss under the Act of October 8, 1918, for the 
year in which paid; but that opinion throws no light on the ques- 
tion as to whether any loss in the present case was " sustained " dur- 
ing the taxable year 1918. 

In view of the fact that the determination of the damages in this 
case by the master was purely advisory to the court, and the court 
was not in any sense bound to follow such recommendation, the 
determination by the master, which was subsequently confirmed by 
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the court. can not be regarded as a determination of the amount of 
the claim. 

Compare Regulations 45, article 111. 
It is held that no deduction for the year 1918 is permissible in 

regard to the judgment referred to. 

Section 214 (a) 1, Article 111: When charges deduct- 1 — 19 — 6. 
ible. 0. D. 3. 
A receiver of a corporation may deduct receiver's and attorney's 

fees actually paid during the year to which the return relate; —. if the 
books are kept on the basis of cash receipts and disbursenients; 
if the books are kept on the accrual basis, the amount of such fees 
accruing during the taxable year may be deducted even though the 
disbursement was not actually made until the following year, 

Section 214 (a) 1, Article 111: When charges deduct- 5 — 19 — 260. 
ible. 0. D. 159. 
A corporation may set up on its books in 1918 a contingent liability 

without prejudicing its rights to deduct the item in a proper year, 
although the same is not decluctible in 1918. 

Section 214 (a) 1, Article 111: When charges deduct- 
ible. 

(See 3 — 19 — 188; sec. 034, art. 561, ) 'When payments of liquidated 
damages are deductible. 

Section 214 (a) 2. — DEDUCTIONS ALLOWED: INTEREST. 

Section 214 (a) o, Article 121: Interest. 1-19-50 
S-935. 

Interest aud taxes paid by a corporation in connection with the con- 
struction of its original plant are deductible from its gross income 
un&ler the Revenue Act of 1913, even though such payments are prop- 
erly chargeable to capital account and are so charged by the corpora- 
tion on its books, provided the corporation amends its returns so as to 
exclude the interest and taxes so deducted from capital account. 

The X Co. raises the question as to whether interest and taxes 
which are paid by a corporation in connection with the construction 
of its original plant and which have been treated by it as capital 
expendituie are deductible under the Revenue Act of 1913. 

Paragraph G (b) of that Act permits a corporation to deduct from 
gross income inter alia the following: 

Third. The an&ount of interest accrued and paid within the year on its in- 
debtedness. 

I'ourth. All sums paid by it within the year for taxes. 

Provisions substantially similar to the above as far as this case is 
concerned are to be found in the Revenue Acts of 1909 and 1916. 

In 8 — 23 it was held that certain items of interest appearing in the 
property account of a corporation were not deductible as interest 

aid cluring the year under the Revenue Acts of 1909, 1913, or 1916. 
t was pointed out that the provisions in these laws as to the deducti- 

bility of interest are not mandatory but permissive, and that, there- 
fore, a taxpayer may elect whether or not he will deduct items of 
interest. The conclusion of the opinion is& in e8ect, that by having 

103022' — 22 — s 
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treated interest as a capital expenditure on its books, the taxpayer 
had waived the right to claim it as a deduction. 

In Law Opinion 580 the question for decision was whether interest 

paid by a corporation on money borrowed for the purpose of' con- 

structing a dam as an addition to its original plant, and treated by 
the corporation as a capital expenditure, was deductible as interest 
under the Revenue Act of 1909. It was held that since the dam was 

merely an addition to an established plant, the interest was improp- 

erly charged to capital account, and that for . this reason it might be 

deducted by the taxpayer, notwithstanding the fact that he had 

treated it as a capital expenditure and not as an operating expense. 

It was recognized, however, that the taxpayer could not deduct the 
interest and at the same time claim it as an addition to capital invest- 

ment& and accordingly the rule laid down was qualified by the state- 

ment that in order to be entitled to the deduction the claimant must 

amend its returns so as to exclude from capital account the interest 

sought to be deducted. 
In S — 884 the question was raised as to whether these two opinions 

were in confiict, and it was held that they were not, the distinction 

being that the interest involved in S — 98 was properly chargeable to 

capital, while that involved in Law Opinion 580 was not properly so 

chargeable. The present attitude of the bureau, therefore, is to 

permit interest to be deducted if it is not properly chargeable to 

capital, even though it has been treated as a capital expenditure by 

the taxpayer (L. Op. 580), but not to permit it to be deducted if it 
was properly chargeable to. capital and. was in fact so charged on the 

books of the taxpayer. (S — 28. ) 
The present case falls within the rule of S — 98. The interest which 

is here sought to be deducted related to original construction and was 

undoubtedly a proper capital charge. Furthermore, it was so treated 

by claimant on its books. 
It is concluded, however, that the rule laid down in S — 28 is 

erroneous and ought, not. to be followed. The statute provides in 

unequivocal language that interest paid during the year may be 

deducted from gross income. S — 98 attempts to construe this provi- 

sion as not applying, to interest which is properly chargeable to 
capital account and Is so charged by the taxpayer. No such condi- 

tions are to be found in the statute. As far as the face of that in- 

strument is concerned, all a taxpayer need show in order to establish 

the deductibility of interest (omitting certain limitations not perti- 
nent here) is that it accrued and was paid during the year. Nothing 
is said or intimated to the efFect that the privilege is at all depend- 

ent upon whether or not the interest hs. ppens to be properly charge- 
able to capital. Nor is there any justification in the statute for the 
view that the privilege. may be lost by reason of the treatment of 
interest on the. books of the taxpayer. Not only is the provision in 

uestion silent as to this feature, but it is significant that where 
ongress has intended the deductibility of items to be dependent 

upon bookkeeping entries, it has said so. (See the provisions as to 
charging ofF bad debts, Revenue A. ct of 1918, Par. 8; Revenue A. ct of 
1916, sec, 5 (A. ) (sixth); Revenue A. ct of 1918, sec. 914(a) (5); and 
the provisions as to charging ofF losses; Revenue Act of 1916, sec. 12 
(a) second. ) I'urthermore, it has been held . in several cases that 

. bookkeeping entries are not conclusive in the . face of facts and that 
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they can not operate to stop a taxpayer from disclosing the true state 
of his affairs. (Doy'le v. Mitchell Brothers, 285 Fed. 686, a8d. 247 
U. S. 179; Forty Fort Coal e. Kirkendall, 288 Fed. 704; Baldwin 
Locomotive Works e. McCoach, 221 Fed. 59. ) In short, the statute permits interest to be deducted, and interest 
is interest whether carried as a capital charge or an operating ex- 
pense. 

What has been said with respect to interest paid by claimant is 
equally applicable to taxes. The provision as to deducting taxes is 
as unequivocal as that relating to interest and contains no require- 
ment that taxes in order to be deducted must be operating expenses 
or that they must be so treated on the books of the taxpayer. 

The rule herein stated is, of course, subject to the quali6cation that 
claimant can not retain the interest or taxes in its capital account 
if it is permitted to deduct such items from its gross income. 

It is, accordingly, held that interest and taxes paid by a corpora- 
tion in connection with the construction of its original plant are 
deductible from its gross income under the Revenue Act of 1918, 
even though such payments are properly chargeable to capital ac- 
count and are so charged by the corporation in its books, provided 
the corporation amends its returns so as to exclude the interest and 
taxes so deducted, from capital account. (Overruling S — 28. ) 

Section 214 (a) 2, Article 121, 'Interest. 1-19-57. 
O. D. 40. 

Interest paid or accrued on indebtedness incurred to purchase 
notes of the Victory Liberty loan is an allowable deduction for 
income tax purposes. 

Section 214 (a) 2, Article 121: Interest. 
(See 1 — 19 — 40; sec. 218, Art. 80. ) Basis of computation of exempt 

interest on Liberty loan bonds. 

Section 214 (a) 3. — DEDUCTIONS ALLOWED: TAXES. 

Section 214 (a) 3, Article 131: Taxes 1-19 — 58. 
O. D. 41. 

The 10 per cent tax which is imposed on corporations' undis- 
tributed net income by section 10 (b) of' the Revenue Act of 1917 is 
not an allowable deduction from the gross income of a corporation 
shown on an income tax return. 

Section 214 (a) 3, Article 131: Taxes. 18-19-418. 
(Also Section 234, Article 581. ) 0, D. 240. 

Additional excise taxes assessed against a corporation under the 
Revenue Act of 1909 and paid during subsequent years are allow- 
able deductioris from the gross income reported on the corporation's 
return for the year in which paid; but income taxes assessed under 
the Revenue Acts of 1918 or 1916 are deductible only if paid prior 
to January 1, 1917. 
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Section 214 (a) 3, Article 131: Taxes 22-19-585. 
0. D. 287. 

An individual may claim as a deduction the amount of war tax 
paid on facilities furnished by public utilities, which include tax on 
railroacl and steamship fares, and the ivar tax paid on admissions 
and clues. The hvar excise taxes imposed by section 904 and paid 
by the purchaser are deductible, but the war excise taxes imposed 
by section 900, which are levied against and paid by the manufac- 
turer, producer, or importer, are not deductible by the individual 
purchaser. 

Section 214 (a) 3, Article 131: Taxes. 

(See 26 — 19 — 598; sec. 222, art. 881. ) Deduction of income and 
war 'profits taxes paid to a foreign country on income from sources 
within the United States. 

Section 214 (a) 3, Article 132: Federal duties and ex- 4 — 19-216. 
cise taxes. O. D. 187. 

V'holesale liquor dealers who exercised their option of including 
excise taxes in cost of merchandise in calculating inventory may not 
now amend such inventory and treat the taxes as business expepses. 

Section 214 (a) 3, Article 133: Taxes for local benefits. 24 — 19-560. 
T. D. 2987. 

ASSESSMENTS FOR DRAINAGE. 

Article 188 of Regulations 4o is hereby amended to read as fol- 
lows: 

ARi. 133. Taxes for local benefits. — So-called taxes, more properly assess- 
n. e»ts, paid for local benefits, such as street, sideivalk, and other lil;e im- 
provements, imposed because of and measured by some beneQt inuring directly 
to the property against ivhich the assessment is levied, do not constitute an 
allowable deduction from gross income. A tax is co»sidered assessed against 
local be»eats whe» the property subject to the tax is limited to tlie property 
benefited. Special assessments are not deductible, even though an incidental 
benefit may inure to the public welfare. The taxes deductible are those levied 
for the general public welfare by the proper taxing authorities at a lil e rate 
against all property in the territory over ivhich such authorities have jurisdic- 
tion. Assessments under the statutes of California relating to irrigation and 
of Iowa relating to drainage, and under certain statutes of Tennessee relating 
to levees, are limited to property benefited, and when it is clear that the 
assessmeuts are so limited, the amounts paid thereunder are not deductible as 
taxes. When assessiLunts are made for the purpose of maintenance or rep;iir 
of local benefits, the taxpaver may deduct the assessments paid as an expense 
incurred in business, if the payment of such assessments is necessary to the 
co»duct of his business. When the assessments are made for the purpose of 
constructing local benedts, the payments by the taxpayer are in the nature 
of capital expenditures and are not deductible. Where assessments are made 
for the purpose of both construetio» and maintenance or repairs, the burilen 
is on the taxpayer to shoiv the allocation of the amounts assessed to the difier- 
e»t purposes, If the allocation can not be made, none of the amou»ts so paid 
is &leductible. 

Section 214 (a) 3, Article 133: Taxes for local benefits. 24 — 19 — 561. 
(Also Section 234, Article Ml, ) 0. 928. 

Taxpayers should be required to show, in their income tax returns, 
the nature of assessments paid under the Illinois drainage laws, inas- 
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much as such laws provide both for special assessments for benefits 
and for general taxation, depending in some instances upon ordinances 
promulgated by the trustees of drainage districts. 

Article 183 of Regulations 45 provides: 
Assessments under Illinois laws relating to drainage districts are not limited 

to the property benefited, and assessments so paid are deductible. 

See also article 561 of Regulations 45. 
The above regulation is based upon sections 214 (a) (8) (c) and 

284 (a) (8) (c) of the Revenue Act of 1918, which are to the same 
effect, as follows: 

SEc. 214. (a) That in computing net income there shall be allowed as de- 
ductions: 

(3) Taxes paid or accrued within the taxable year (c) by the authority of 
any State or Territory, or any county, school district, municipality, or other 
taxing subdivision of any State or Territory, not including those assessed 
against local benefits of a kind tending to increase the value of the property 
assessed. 

The regulation above quoted is based upon Law Opinion 644, which 
purports to review the methods of raising funds under the Illinois 
drainage laws. A closer examination of the Illinois statutes, how- 
ever, discloses that the conclusion reached in said opinion should be 
limited to the act of. the Illinois Legislature approved May 17, 1907 
(pars. 4826 et seq. , Jones & Addington, Ili. Stats. Anno. ). There 
are now in force, however, in addition, the following acts relating to 
drainage: 

The act of May 29, 1889, as amended by the act of May 18, 1901, 
relating to sanitary drainage districts; the act of May 29, 1879, known 
as the "Levee a, ct"; the farm drainage act of June 27, 1885; and 
the act of June 28, 1883, providing for county ditches. The first of 
these (act of May 29, 1889, as amended) provides for both special 
assessment and general taxation, while the remainder provide only 
for special assessments for benefits. (See J. &, A. , Ill. Stats. Anno. ) 

Special assessments for benefits are not deductible as taxes. See 
Solicitor's Memoranda 281, 281 — A, 887, and 828. Taxes that are 
clecluctible are those which are levied for the general public welfare 
by the proper taxing authorities at a like rate against all the prop- 
erty in the territory over which such authorities have jurisdiction. 
Inasmuch, therefore, as Law Opinion 644, in holding that a. ssess- 
ments under the Illinois drainage laws are deductible as general 
taxes, permits a deduction in some cases where such deduction is not 
legally sanctioned, it is hereby modified as above indicated, and it is 
recommended that article 138 of Regulations 45 be amended by 
striking out all reference to the Illinois drainage laws. 

Taxpayers should be required to show, in their income tax returns, 
i he nature of assessments paid under the Illinois drainage laws, in- 
asmuch as such laws provide both for special assessments for benefits 
an&1 for general taxation, depending in some instances upon ordi- 
nances promulgated by the trustees of drainage districts. 

Section 214 (a) 3, Article 184: Inheritance taxes. 24-19-562. 
T. D. 2988. 

This decision confirms and supports the ruling contained in article 
184 of Regulations 45. 



INCOME TAX RULINGS. 

INGOME Tsx — DEcISIoN oF THE UNITED STATES DIsTRIGT CGURT. 

1. The tax imposed by the ls. ws of New York upon the transfer of property by 
will or under the intestate laws is not deductible in ascertaining the taxable uet 
income of the legatee or distributee under the act Uf October 8, 1918. It is not 
a "tax, " within the meaning of the provision permitting the deduction of "all 
National, State, county, school, and municipal taxes paid wfthfn the year. " 
(Sec. II, par. B. ) 

2. A tax upon the right to receive an interest in the estate of a decedent is not 
a charge either against the person receiving the interest or the property or right 
accruing to him. The legatee or distributee merely receives the balance due 
after payment of the tax. He does not receive the entire interest, and then pay 
the tax; and he is consequently not entitled to deduct the amount, as a tax paid 
by him. 

UNITED STATES DISTRICT COURT. No. 501. 

Klfxabeth S. Preniiss v. Mark Di'isner, collector of internal revenue 

AUGUsTU8 N. HAND, District Judge: This is a demIIrrer to a complaint 
whereby the plaintiff seeks to recover income taxes for the vear 1918, paid 
under protest. The objection urged is that the commissioner refused to allow 
as a deduction transfer taxes which were paid to the State of New York on 
December 12, 1918, upon an inheritance which vested June 25, 1918. 

Paragraph B, Section II, of the act of October 8, 1918, provides: 
"That in computing net income for the purpose of the ~ormal tax there shall 

be allowed as deductions ~ ~ "' third, all National, State, county, school, 
and municips. l taxes paid within the. year, not including those assessed aga. inst 
local . benefits; 

The Commissioner of Internal Revenue has ruled thatf 
"A collateral inheritance tax levied under the laws of the State of New 

York being, . as it is, a charge against the corpus of the estate, does not consti- 
tute such an item as can be:allowed as a . deduction in computing income-tax 
liability to either the estate or a beneficiary thereof. " 

The plaintiff contends that the New York transfer taxes are excise taxes 
imposed by the State upon the right to receive an . interest in a decedent'8 
estate, and as such . are within the deductions allowed by statute. The Gov- 
ernment, on the other hand, says that these taxes are an appropriation by the 
State of a portion of the decedent's estate before the remainder vests in the 
legatee. This latter contention is in accordance with the decision in United 
States D. Perkins (M8 U. S. , 625), where the court said at page 6391 

"The. legacy becomes the property of the United States only after. it . has suf- 
fered a diminution to the amount of the tax and lt is onlv upon this condition 
that the legislature consents to a bequest of it. " 

This decision, which, so fs. r as I know has not been questioned, can Dot be 
reconciled with any theory that:the tax is refused a right of succession already 
vested in the legatee. 

At the outset we have the important fact that property inherited or trans- 
mitted by will is not treated as income in the income-tax act, but, on the con- 
trary, is not only not included, but specificall exempted. In other words, in 
the hands of a legatee, devisee, heir, or distributee such property is capital and 
not income. Under these -circumstances, it would seem inconsistent with 
charges against this capital, which accrued prior to, or simultaneously with, 
the devolution of it could be deducted in income-tax returns. Notwithstanding 
this, the 'language of the act would apparent?y make the transfer taxes a nec- 
essary deduction if they are charges against the person receiving the prop- 
erty, or against either the property . or the right accruing to him. 

The cases are extremely confused and their reasoning is unsatisfactory. 
It is admitted bv them all that the tax is not upon the property itself which is 
transmitted. To avoid the unconstitutionality of a direct tax upon the property 
itself. which was not apportioned among the States, the Court of Appeals of 
New York. said as to the Federal tax of 1898, in matter of Gihon (169 N. Y. , 443): "* ' * the full amount of the legacy is in law paid to the legatee 
and the deduction made from it and paid to the State or Federal Government 
fs paid on account of the legatee from the legacy which he . receives. " 

It is argued that the personal liability of the executor or administrator under 
the New York law for the payment of the tax makes the view taken by the 
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foregoing case erroneous, but, as Judge Cullen there said, the obligation of the 
executor or administrator to pay the tax is a mere rule of administration to 
insure its payment, and not proof that the tax is either on the right to trans- 
mit or upon the property itself. I do not think it follows because the right to transmit or the right to rec«v@ 
the yroperty of a decedent is a privilege granted by the State, and no«comm~ 
right, that the tax is imposed upon either right. Judge Grav's statement in 
matter of Swift (187 N. Y. , 77) is an accurate description of wha«ee rs. 

"What has the State done, in effect, by the enactment of this tax law? It 
reaches out and appropriates for its use a portion of ihe property at the 
moment of its owner's decease; allowing only the balance to pass in the way 
directed by the testator, or permitted by its intestate law. " 

To say that the legatee, devisee, heir, or distributee receives the proyerty 
without any deduction and then pays the tax is really a most artificial way of 
viewing the transaction. In the case of personal property he really only gets 
the balance with a credit as a matter of convenient bookkeeping to the amount 
of the tax. In the ease of real estate he receives properly speaking an equity. 
He ean pay the tax and get the land unencumbered or the State can foreclose 
the lien and he will receive the balance. In either case the only natural waV 
to treat him is as a recipient of a net amount. The condition of the devolution 
of the property is the receipt of the transfer tax by the State. 

In United States v. Perkins (108 U. S. 625) the testator bequeathed his prop- 
erty to the United States. The Supreme Court held that the New York transfer 
tax was upon the testator's right to dispose of his property, and thus sustained 
the tax, for if it had been treated as upon any right of succession of the 
United States, the tax could not have been lawfully imposed. This case has 
been cited with approval in New York decisions both under the old and new 
transfer tax acts. 

I have carefully examined the interesting briefs submitted by counsel and am 
convinced that the tax can not properly be regarded as an imposition upon 
either the property or the right to receive a gross amount of' the property of a 
decedent represented by a legacy, devise, or distributive share, but that the 
property and the right to receive it passed, reduced by the amount of the tax 
measured by a percentage of the value of the gross share. It is impossible 
to reconcile the conflicting expressions in judicial oyinions, but this treatment 
of the situation will, I think, accord with the results reached by the various 
cases. I can see no substantial difference between the New York transfer-tax 
act in operation in 1918 and the earlier act, and I do not regard any of the acts 
as imposing a tax upon the plaintiff's right of succession which is deductible 
in her income tax return. 

The demurrer is sustained. 

Section 214 (a) 8, Article 184: Inheritance taxes. 18-19-419. 
(Also Section 218, Article 841. ) O. 812. 

The Federal estate tax is not deductible in ascertaining the net in- 
come of an estate in process of administration (Rev. Xct of 1918, sec. 
212 (a), 214 (a) (8), 219 (a) 1). 

Opinion is requested as to whether Federal estate taxes paid in 
the year 1918 should be deducted from the gross income of the estate 
of a decedent in process of administration in ascertaining the net 
income of the estate subject to tax. 

The statute imposes a tax upon "income received by estates of 
deceased persons during the period of administration or settlement 
of the estate" (Rev. Act 1918, sec. 219 (a), par. 1); and provides that 
net income shall be determined as provided in section 212 (sec. 
219(b) ). Section 212 provides that net income is to be determined 
by making the deductions specified in section 214, and the latter sec- 
tion provides for the deduction of "taxes paid or accrued within the 
taxa61e year imposed (a) by the authority of the United States, 
except income, war profits, and excess profits taxes, " etc. (sec. 214 (a), 
par. 8). 
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The answer to the q&iestion presented is largely governed by the 
rule established and the principles applied in Law Opinion 427. 
The question there considered was the deductibility of State in- 

heritance taxes under the section of the Act of September 8, 1916 
(sec. 5 a), third, as amended by sec. 1201 of the Act of Oct. 3, 1917), 
roviding for the deduction of "taxes paid within the year imposed 

y the authority of * ' * any State, " etc. 
It was held in this opinion that State inheritance taxes laid upon 

the share received by the individual beneficiary are not deductible 
uncler this provision. The gist of the decision is found in this 
sentence: 

Taxes paid, within the vear imposed ~ ~ ~ by the authority of any 

State, " or otherwise, are limited to those imposed upon the taxpayer ancl do 

not include taxes paid by him on behalf of another even though he is required 

by law to make such payment. 

The "taxpayer, " in the given case, is the estate of a decedent; and 

it is held thai, the tax is paid, not by the estate, but by the individual 

legatee, clevisee, or distributee. It is said: 
The true situation is that the full amount of the legacy or distributive share 

passes from the decedent, but that in the passing "toll" is taken by the State, 
and the legatee or distributee receives his legacy or distributive share dimin- 

ished by the amount of the tax. The burden does not fall on the decedent 
or his estate. The tax is not taken out of the estate. This appears from the 
fact that it is not chargeable to the entire estate but to the particular legacies 
and distributive shares subject to the tax. 

The ruling is expressly limited to the case of a tax "deductible 
from the respective legacies or distributive shares. " 

The question now to be decided is whether the reasoning which 

led to this decision does, or does not, embrace the present case. If 
it does. the same result should be reached, even though the facts are, 
to some extent, difFerent, and the language of the Opinion leaves the 
question open. The question is, in fact, left open, since the decision 
is expressly confined to a case in which the tax is imposed upon the 
inclividual share of the beneficiary. 

The federal estate tax difFers from other taxes in two ways. (a) 
It is a tax upon the transfer of the entire net estate, not upon any 
specified legacy, devise, or distributive share. (b) It is, none the 
less. a tax upon the transfer of the estate, not upon the property 
transferred (Rev. Act of 1916, sec. 201; Rev. Act, 1918, sec. 401). 

It is believed that the latter fact is the controlling one for present 
purposes, and that the difFerence first referred to is not material, 
although special reference is made to it in Law Opinion 427. The 
present tax, like the one there considered, is imposed upon the trans- 
fer of the estate — upon the privilege of transmitting and receiving 
it — not upon the property composing the estate. The income in 
question is the income of the estate "during the period of. adminis- 
tration or settlement" (sec, 219 (a)). The "estate" from which 
this income is derived is, of necessity, the property which comes to 
the executor or administrator to be administered. That is the net 
estate, remaining after the transfer is complete, and the tax upon 
the transfer has been liquidated. Thus the "estate" — the taxpayer 
seeking the deduction — never pays the particular tax in question. 
No other result is possible without a complete departure from the 
theory that the tax is laid upon the transfer and not upon the prop- 
erty of the estate. 
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The foregoing rejects the substance of the transaction, not a mere 
theory. The tax is a lien upon all the property owned by the dece- 
dent, whether real or personal (secs. 402, 409). In cases of intes- 
tacy, and in all cases unless a trust arises from an express provision 
of a will, the real property does not form part of the estate subject 
to administration; and the income thereof is not part of the gross 
income from which the deduction is sought. The tax is imposed, 
however, upon the transfer of the real property just as much as 
upon the transfer of the personality. Consequently, if the entire 
estate tax is deducted, we have a deduction which in part has no 
relation to the income from which it is made. This difBculty could 
be avoided only by apportioning the tax, and deducting merely the 
tax upon the transfer of the personal property; but that would 
plainly be reading into the statute something which it does n'ot 
contain. 

For these reasons it is believed that the decision in Law Opinion 
427 governs the present case. The result seems to accord with sound 
theories of taxation as applied to the facts. The question is, what 
constitutes a proper deduction from the gross income of an estate 
in process of administration? The tax under consideration is a 
charge upon the corpus, and paid out of the corpus. It has not the 
characteristics of an ordinary tax; that is, of a periodical assess- 
ment, having some relation to the current affairs of the taxpayer and 
the aniount of his income. It is an allocation of a part of the entire 
estate, made once and for all, when the owner dies, as a, privilege of 
transmitting and receiving it. It has no relation ivhatever to the 
income of the estate. It is probable that in most cases it exceeds 
such income, and that its deduction would largely nullify the particu- 
lar tax in question. Further, and most important of all, it is im- 
posed before the estate, properly speaking, ever comes into existence. 

The foregoing rule is contained in Regulations 45 (art. 134), which 
is hereby confirmed. 

It is held, therefore, that the Federal estate tax is not deductible 
in ascertaining the net income of estates in process of administration. 

SECTION 214 (a) 4, 5, 6. DEDUCTIONS ALLOWED: LOSSES. 

Section 214 (a) 4, 5, 6, Article 141: Losses. 1-19-51. 
0-780. 

A loss sustained by an individual from the sale of residential prop- 
erty is deductible in determining net income for purposes of the 
Revenue Act of 1918 only when the property was purchased or con- 
structed by him with a view to its subsequent sale for pecuniary 
profit. The intent in purchasing or constructing the property is a 
question of fact determinable in each ease by evidence which should 
be submitted with the return. 

The question is presented whether a loss sustained by an individual 
in the sale of residential property is deductible from gross income 
in arriving at his net income for purposes of the income tax im- 
posed by the Revenue Act of 1918. 

If such a loss is deductible at all, it is so by reason of the provi- 
sion contained in subdivision (5) of section 214 (a) of the Act, which 
provides for a deduction of— 

I. osses sustained during the taxable year and not compensated for by insur- 
ance or otherwise, if incurred in any transaction entered into for profit, 
though not connected with the trade or business. 
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The expression "transaction entered into for profit" clearly means 
a complete business venture from inception to conclusion. The de- 
duction allowed is for losses sustained in any transaction "entered 
into" for profit. The intent to make a profit must have existed at 
the conimencement of the enterprise or the right to deduct losses 
incurred is not within the contemplation of the statute. To construe 
the words "transaction entered into for profit" as referring only to 
the conclusion of the venture — that 'is, the sale of the property— 
would result in a practical nullification of the statute. 

Few, if any, transactions are "entered into" other than for profit 
of some kind, but clearly the profit contemplated. by the statute is 
to be pecuniary in character and not simply the pleasure or recrea- 
tion of the individual, such as his private residence must be to him. 

' Whether a loss incurred in the sale of residential property is de- 
ductible in arriving at net income must be determined by the object 
or intent of the individual in buying or constructing the property. 
This is a question of fact and is to be determined, like any other ques- 
tion of fact, by evidence. If the residential property be held by the 
purchaser out of use or under tenancy and be subsequently sold, there 
would seem little room for question that the transaction was "entered 
into for profit" and thai the loss, if any, is a prop. r deduction in 
determining net income. If, on the other hand, the property is 
occupied by the purchaser as his home during the whole or a great 
portion of. the period of his . ownership, a strong presumption is 
raised that the property was purchased for his personal use as a 
residence; that the transaction was not "entered into for profit" 
within the meaning of the statute. This presumption will not be 
overcome by his self-serving declaration, uncorroborated, that his 
purpose was otherwise. 

An individual claiming deduction for loss incurred in the sale of 
residential property should attach to his return an afiidavit stating 
the facts as to the purpose and use of the property in connection with 
which loss is claimed and his intent in purchasing it, and his aSdavit 
should be supported by other evidence, record if possible, showing 
his intent when he entered into the transaction. 

It is held that a loss sustained by an individual from the sale of 
residential property is deductible in determining net income for pur- 
poses of the Revenue Act of 1918 only when the property was pur- 
chased or constructed by him with a view to its subsequent sale for 
pecuniary profit. The intent in purchasing or constructing the prop- 
erty is a question of fact determinable in each case by evidence which 
should be submitted with the return. 

Section 214 (a) 4, 5, 6, Article 141; Losses. 6-19-979. 
0-845. 

A loss incurred by a corporation through embezzlement is an allow- 
able deduction froxn gross income for the year in which the embezzle- 
ment occurred. Where the embezzlement is not discovered in the tax- 
able year but is later discovered and admitted by the embezzler, a 
part of the money being promptly recovered, the amount so recovered 
tends to diminish the amount of allowable deduction on account of the 
embezzlement for the year in which the embezzlement occurred, and 
is ordinarily not returnable as income in the year when received. 
(Solicitor's memorandum 698 modiiled. ) 
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Opinion has been requested as to the taxability of amounts recov- 
ered from an embezzler in 1917 to cover embezzlements extending 
over a period of several years. 

Section 12 (u) of the Act of September 8, 1916, as amended by the 
Act of October 3, 1917, provides: 

In the case of a corporation, joint-stock company or association, or insurance 
company, organized in the United States, such net income shall be ascertained 
by deducting from the gross amount of its income received within the year from 
all sources 

Second. All losses actually sustained and charged off within the year and 
not compensated by insurance or otherwise 

It appears that in the year 1916 a company discovered that the man- 
ager of one of its branches had been misappropriating its funds. 
Subsequent investigation developed the fact that the irregularities 
extended over a period of a number of years. 

It is assumed from the facts as stated that this company was not 
protected by any fidelity bond. In 1917, the company recovered a 
portion of the misappropriated funds from the embezzler and the 
company objects to returning this aniount as income for the year 
1917, as held by this department. The company contencls that the 
money was actually received in the years in which the same came 
into thc hands of 'its agent, and therefore constitutes income for those 
years, notwithstanding the fact tliat the same was subsequently em- 
bezzled by the agent and never entered on the company's books. 

Attention is called to the case of United States v. Cleveland, Cin- 
cinnati, Chicago E: St. Louis Railway Co. , and decided in the District 
Court for the Southern District of Ohio, Southern Division, on 
February 23, 1916. (So far as known the opinion has not been 
printecl in the Federal Reporter or elsewhere. ) Prior to 1909, cover- 
ing a period of several years, the treasurer of the defendant railway 
company had embezzled a large sum of money, but the embezzlement 
was not discovered until the year 1909. The defendant claimed a 
deduction of this amount from its gross income under the Act of 
August 5, 1909, which, like the present statute, limited the deduc- 
tions on account of losses to those "actually sustained during the 
year. " 

The court said: 
The time of the discovery of a loss bears no relation to the date the loss 

was sustained. The loss was sustained when the theft occurred, although the 
defend»»t did not know at the time of the depletion of its assets. As each 
enibezzlement occurred, the defendant was poorer to the extent of it. It then 
sustained a loss. One of the definitions of. " sustained" is "undergo. " As each 
e»ibezzlement occurred, the defendant underwent the loss of that much money. 
Ii is clear that the defendant is not entitled to the deduction claimed. 

The loss, therefore, was sustained in the years in which the em- 
bezzlement occurred. When a loss by embezzlement is discovered 
in the same year it is sustained, the taxpayer ordinarily has the right 
to deduct the whole of the loss of the theft as a loss for that year. 
This would not be true, however, as to the amount of any such loss 
which was covered by a fidelity bond, even though collection was not 
made on that bond during the year in which the loss occurred. The 
reason for this is that instead of the money which was stolen the tax- 
payer has a claim against the bonding company which is presumably 
equivalent to cash. Where there is no fidelity bond, but, within the 
taxable year in which the loss occurred, part of the sum embezzled 
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is recovered, the amount so recovered may not, of course, be used as a 

deduction. Where, as in the present case, the taxpayer did not 
know of the loss until a later year, but immediately on discovering 
the loss, succeeded in reducing it by securing from the embezzler or 

his friends a sum of money in partial replacement, such recovery is 

evidence that at the time the embezzlement occurred, if the taxpayer 
had known of it, he could have secured the same reimbursement. 

That is, if it proves possible after a long delay to reduce the amount 

of the loss, it seems clear that no less sum w ould have been recovered 

in-reduction of the loss, if action had been taken promptly after the 

embezzlement. It is worthy of note that the liability of the em- 

bezzler was at all times undisputed. 
The rule applicable to an amount recovered on account of a debt 

previously charged o8 because determined to be worthless is not 

applicable here. 
The conclusion is reached that th. e taxpayer should amend its 

returns for the year 1909 or any subsequentyears. The sums abstracted 

by the embezzler did not constitute deductible losses except to the 

extent that they exceed the sum recovered, the amounts embezzled 

within that sum being considered as replaced by a collectible and un- 

disputed claim against, the embezzler. The sums embezzled in excess 

of that sum should be allowed as deductions in the year in which the 

embezzlement actually occurred. Solicitor's Memorandum 693 is 

modified so far as inconsistent herewith. 

Section 214 (a) 4, 5, 6, Article 141: Losses. 
(Also Section 214 (a) 8, Article 170. 

30 — 19-639. 
S-1217. 

INCOME Txx, SEOTmN II, PARAGRAPH G, SURD&'IsmN (H), AOT oF 
OCTOBER 3, 1913. 

Deductions for losses for the vear 1915 sustained by the M Com 

pany as a result of the retirement and salvaging of equipment. 

Reference is naade to the claim of the M Company for the abate- 

ment of. additional income tax for the year 1915, assessed under the 

act of October 3, 1918. 
Section II, paragraph G(b), act of October 8, 1913, is in part as 

follou s: 
Such net income shall be ascertained by deducting from the gross amount 

of the income of such corporation, joint-steeled company, or association, or in. 

surance company received within the year from all sources, * * * (second) 
all losses sustained within the year and not compensated by insurance or other- 
wise. including a reasonable allowance for depreciation by use, wear, and tear 
of property, if any. 

The facts of the case are as follows: At a meeting of the board of 
directors of the M Company, the president reported that certain 
equipment owned by the company was no longer adequate for serv- 

ice& and had therefore been permanently retired. It was thereupon 
voted that the book value of the equipment be reduced from 26x 
dollars to x dollars, and that proper entries be made upon the books 
of the company in accordance with the purpose of this vote. 

In making out its income-tax return for the year 1915 the com- 

pany deducted as a loss the sum of 26x dollars, this amount repre- 
senting the conlbined book values prior to July, 1915 (the date of the 
vote above referred to), of the equipment retired. In computing 
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this loss no deductions were made for depreciation or salvage. Owing 
to this deduction, the income-tax return of the company for the year 
1915 showed no net income. Upon an investigation of the books of 
the company by internal-revenue agents the loss deducted for the 
equipment was disallowed. The return thus corrected sho~ed a net 
income of 9x clollars, upon which a tax of 1 per cent was assessed. 
The company filecl a claim for abatement of this tax. The rate of 
depreciation used by the company was 4 per cent on the book values 

of equipnient, which was equivalent to 8 per cent on original cost. 
On the date of retirement, depreciation reserves carried for the 
equipinent amounted to only about 18 per cent of their book values. 

The deduction in this case was not a loss within the meaning of 
section II G(b), act of October 3i 1918. This subdivision of the act 
provides for the deduction of all losses actually sustained within the 
year not compensated for by insurance or otherwise. It further pro- 
vicles for a reasonable allowance for depreciation by use, wear, and 
tear of property, if any. Income-tax return Forin 1081 (revised 
September, 1915), uncler "Deductions, " provides under 5(a) for 
"Iiosses sustained, " and under 5(b) for "Depreciation. " Although 
depreciation is one kind of a loss, it is not to be confused with losses 
in general. Depreciation is a gradual loss due to the wearing out of 
property from use and age, which will eventually necessitate its 
:ibandonment or replacement. It varies with difi'erent kinds of 
property, depending on the nature of the property and the use to 
which it is put. The losses properly deductible uncler 5(a) of Form 
1081 are those sustained in business transactions and from fires, 
storms, shipwrecks, other casualties, and thefts, but not through the 
exhaustion, depletion, or gradual wearing out of property. 

In the instant case, no loss deductible under 5(a) of Form 1081 
appears to have been sustainecl by the company. The equipment 
had evidently outlived its usefulness. As a business proposition it 
was decided to retire it from service ancl salvage it. If the company 
hail pursued a conservative policy, it would presumably have ac- 
cumulated a sufficient depreciation reserve to cover the difi'erence 
between the original cost of' the equipment and its salvage value. 
The fact that in past years it neglected to alloiv for sufiicient depre- 
ciation, does not make the resulting discrepancy between the book 
values of the equipment and its salvage value deductible as a loss 
within the intent of section II G(b) second, act of October 8, 1913. 

Provided an insu%cient depreciation allowance was deducted on 
the equipment in the income returns of tlie conipany for the years 
1918, 1914, and 1915, to avail itself of a larger deduction for depre- 
ciation for such years, it niust amend such returns and deduct a 
reasonable allowance. In such case the burden would be upon the 
company to show that its depreciation on rate of 4 per cent on book 
valiies was not reasonable. 

It should be pointed out that in determining the amount of a loss 
of property for purpos:s of deduction under section II G(b), act of 
October 8, 1918, it is necessary to deduct from the cost of the property, 
or its fair market value as of March 1, 1913~ if acquired prior thereto, 
the amount of depreciation since its acquisition, or since March 1, 
1913, if acquired prior thereto, and also the total amount of its 
salvage. !f this were done in the instant case, the amount of depre- 
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:cjatian on the equipment since March 1, 1918, plus the amoun«e- 
by way o: salvage, should equal its fair market value as of 

March 1 1918. If it fell below such fair market value, it ~ould be 

because insu6icient depreciation had been allowed for the years 1918, 

1914, and 1915. . 
The fact that the company may be barred. by the 6ve-year limita- 

tion provided for in section 259 of the revenue act of 1918 from now 

claiming a:refund for insuflieient depreciation deducted in its returns 

for the years 1918 and 1914 does not alter the fact that it is in this 

manner that losse. in the nature of depreciation must be taken advan- 

tage of by way of deduction. The only exception to the above is 

provided. for by Regulations 45, article 170. It would be a human 

impossibility to estimate absolutely exactly the depreciation upon 

any given piece of property. When the property is discarded and 

salvaged, the depreciation allowance plus . the salvage value may 

slightly exceed or fall slightly below the cast of the property. In 
the case of a gain ove; cost this must be treated as income. If the 

depreciation . allowance plus salvage falls below the cost, the di8er- 
ence may be treated as a lass. This is for purpose of adjustment 
and to save reopening the depreciation accomC. It would not apply 
in cases l ke the present where the depreciation allowance had been 

clearly insu6icient. 

Section 814 (a) 4, 5, 6, Article 141: Losses. 10 — 19-857, 
T. B. R. 85. 

Revenue Act of 1918. — Deductibtlity of losses resulting from the sale 
of property acquired by gift, bequest, devise, or descent. 

The opinion of the A. dvisorv Tax Board is requested as to whether 
"the. acquisition of property by gift, bequest, devise, er descent aIid 
'its subsequent sale is a ' transaction entered into for pro6t ' within 

the meaning of section 214 (a) (5) af the Revenue Act:of 1918, 
and censequently whether a loss sustained in the sale of such prop- 
erty is deductible from gross income under that section of the act. " 

Section o14 (a) (5), above referred to, permits the deduction from 

gross income in the ca~se of resident individuals of "losses sustained 

during the taxable year and not compensated for by insurance or 
otherwise, if incurred in any transactian entered into for proflt, 
though not connected with the trade or business; 

The question is substantially disposed of by Law Opinion 816 in 

which the language of section 5 (a) (flfth) of the Revenue Act of 
1916 was construed. This section authorized a deduction of losses 

sustained "in transactions entered into for proflt, " but unlike the 

present statute limited such deduction to "an amount not exceed- 

ing the pro6ts arising therefrom. " Law Opinion 816 provides: 

Executors or administrators are charged with t' he assets of the decedent at a 
certain value ordinarily computed as of the date of the death, and it hss been 

properly ruled that they must account in their income return for gains resulting 
to the estate from disposing of assets at a price higher than such value. Being 
clearly required to account for such gains, executors and administrators have 
been permitted to claim the benefit under clause fifth, of otfsetting against such 
gains any losses sustained by the estate in the same period through the sale of 
assets at less than the value fixed ss of the . date of the death. The estate is 
treated for this purpose as if at the date of the death it has made cash invest- 
tnents in the assets left by the decedent. 
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The principle herein applied to an estate applies also to any per- 
son who acquires property by gift, bequest, devise, or descent. 
Such person is to be treated for purposes of the income tax as a 
purchaser of the property at its value at the time of acquisition. 
and, like a purchaser, must have "entered into the transaction for 
profit" if he is to be allowed a deduction for loss. A person may, 
however, as truly enter into a transaction for profit by acquiring 
property by gift, bequest, devise, or descent as by acquiring prop- 
erty by purchase. In any case it is a question of fact to be deter- 
mined upon the evidence. Ordinary investment property, whether 
acquired by purchase or otherwise, is to be treated as having been 
acquired for purposes of profit, unless the conduct of the person 
acquiring it furnishes evidence to the contrary. 

Law opinion 780 is not inconsistent with the view herem stated. 
It lays down the principle that "the expression ' transaction entered 
into for profit ' clearly means a complete business venture from incep- 
tion to conclusion, " that "the intent to make a profit must have 
existed at the commencement of the enterprise or the right to deduct 
losses incurred is not within the contemplation of the statute. " 
The opinion does not suggest that the intent to make a profit may 
not exist at the time of the acquisition of property by ~mft, bequest. 
devise, or descent. 

It is held, therefore, (1) that a loss deductible from gross income 
under section 214(a) (5) of the Revenue Act of 1918 is sustained 
from the sale of property acquired by gift, bequest, devise, or descent, 
whenever property so acquired is as a matter of fact acquired 
for purposes of profit, and that ordinary investment property so 
acquired is to be treated as having been acquired for purposes of' 

profit unless the conduct of the recipient furnishes evidence to the 
contrary. 

Section 214 (a) 4, 5, 6, Article 141: Losses. 18-19-482. 
T. B. R. 55. 

Revenue Act of 1918. — Deduction for losses in cases where in- 
surance is recovered during a subsequent taxable year. 

Section 214(a) (6) of the Revenue Act of 1918 provides that in- 
dividuals may deduct losses sustained during the taxable year 

if arising from fires, storms, shipwreck, or other casualty. 
or from theft, and if not compensated for by insurance nr otherwise. 

By . section 284 (a) (4) corporations are permitted to deduct— 
Losses sustained during the taxable year and not compensated for by insur- 

ance or otherwise. 

The earlier acts contained language of substantially the same 
IlliPort. 

Vnder all of these provisions the emphasis is placed, so far as the 
tinie of deduction is concerned, upon the word "sustained. " The 
department has consistently held that a loss is properly deductible 
only in the year in which it occurs. This principle has been applied 
in cases of damage arising from storms (Solicitor's Memorandum 
660), even though it was not possible to determine accurately the 
amount of the loss until a subsequent fiscal period. In the case of 
embezzlement it has been held that the amount of the loss must be 
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reduced by the value of any claim against a bonding company or the 
embezzler. 

V'hen a loss by embezzlement is discovered in the same year it is sustained, 
the taxpayer ordinarily has the right to deduct the whole of the loss of the theft 
as a loss for that year. This would not be true, however, as to the amount of 
any such loss as was covered by a fidelity bond, even though collection was 
not made on that bond during the year in which the loss occurred. The rea- 
son for this is that instead of the money which was stolen the taxpayer has a 
claiin against the bonding company which is presumably equivalent to cash. 
(I, aw Opinion 845. ) 

The case of embezzlement by a bonded employee is very analogous 
to the destruction of insured property, and the same principle should 

apply in determining the deductible loss. Both are cases of insured 
losses, deductible under this section of the law, ancl the determina- 
tion of the exact amount of the loss prior to its ultimate adjustment 
may be of equal difhculty. 

The fact that in the great majority of cases claims against an 
insurance company or bonding company are settled promptly and 
without delay or litigation greatly diminishes the administrative 
di%culty of applying this rule. 

The Advisory Tax Board, therefore, recommends that in those ca, ses 
in which a loss occurs in one taxable year the taxpayer should com- 
pute his loss by deducting from the total loss the estimated amount 
of the recoverable insurance. The loss so determined should ba 
deducted from the taxpayer's income of the year in which the loss 
was sustained. If subsequent events demonstrate that this estimate 
was substantially inaccurate, an amended return should be filed cor- 
recting the mistake. 

Section 214 (a) 4, 5, 6, Article 141: Losses 1-19-59. 
0. D. 4K 

The subletting of an apartment by a tenant on account of being 
requi;ed to make his residence in another city is held not to be a 
"transaction entered into for profit. " Therefore any loss sustained 
through such transaction is not deductible from gross income. 

Section 214 (a) 4, 5, 6, Article 141: Losses 2-19-149. 
0. D. 108. 

If a taxpayer makes an actual bona fide sale of securities at a loss 
in 1918, the loss is deductible even though the taxpayer repurchases 
the securities in the succeeding year at the same price for which they 
were sold. However, the burden of proof will be on the taxpayer 
to show that the sale was not fictitious. 

Section 214 (a) 4, 5, 6, Article 141: Losses 4-19-21b. 
0. D. 188. 

Section 214(a) 5, Revenue Act of 1918, does not contemplate that 
a distinction shall be made between an investment in property or 
securities with the object of deriving an income from the capital 
employed, and an investment which is made for the purpose of 
r&alizing a profit on the resale of. the property or securities pur- 
chased. 
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Section 214 (a) 4, 5, 6, Article 141: Los. -es 6-19-278. 
0. D. 165. 

A loss incurred through embezzlement is an allowable deduction 
from gross income for the year or years in which the loss was a&tu- 
ally sustained. The amount of such loss should be reduced by the 
reasonable value of any claim against the embezzler or his sureties 
which can fairly be said to have an ascertainable value, such as a 
claim against a surety company. 

Section 214 (a) 4, 5, 6, Article 141: Losses. 18-19-420. 
0. D. 241. 

V here a person purchases bonds for another, guaranteeing said 
bonds against any loss, and a loss occurs due to subsequent insol- 
vency of the corporation issuing same. and the guarantor mal-es 
good the loss, the same is not deductible within the meaning of 
section 214, article 141, of the Revenue Act of 1918, unless such loss 
occurs in tr~ade or business or in a transaction entered into for profit. 

Section 214 (a) 4, 5, 6, Article 148: Loss oi useful value 2-10-150. 
0. D. 102. 

Xo deduction representing extraor&linary loss due to prohibition 
legislation is allowable in the case of vineyards unless such legisla- 
tion ne&essitates the abandonment of the vineyard. If the vineyard 
is abandoned, the amount deductible as a loss is the cost of the 
vineyard, or its fair market value as at March 1, 1918, if ac- 
&~uired prior to that date, plus cost of subsequent improvements, less 
aiiy depreciation previously charged ofF and any salvage value. Xo 
de&luction is permitted on account of land. If, by reason of legisla- 
tion passed in 1018. the abandonment of the vineyard occurs in 1919, 
the loss deduction may be equally divided between 1918 and 1919, 
since the law prohibits the utilization of the 1019 crop, and 1919 in- 
come is to be attributed to the manufacture and sale of vintage of 
101S and earlier years. 

Section 214 (a) 4, 5, 6, Article 143: Loss of useful value. 

(See 8 — 19 — 190, sec. 214 (a) S, art. 162. ) Taxpayers with p]ant 
manufacturing beer bottles, not adapted for any other purposes, is 
entitled to a deduction for obsolescence. 

Section 214 (a) 4, 5, 6, Article 144: Shrinkage in secu- 9 — 19-841. 
rities and stocks. T. D. 28S2 (1). 

Insurance companies earning securities taken at market value mav 
not. under section 38 of the Act of August 5, 1909, deduct from gross 
income as depreciation the net decrease in market value of such 
securi'ties. 

Section 8S of the Act of August 5, 1909, after imposing on insur- 
ance companies a special excise tax with respect to the carrying on or 
doing business equivalent to 1 per cent upon the net income over 
and above $5, 000, exclusive of certain stated amounts, provides that 
such income shall be ascertained by deducting from the gross amount 
of the income received within the year from all sources "all losses 
actually sustained within the year and not compensated by insur- 

103022' — 22 — 9 
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ance or otherwise, including a reasonable allowance for depreciation 
of property, if any. " 

The question has been considered whether insurance companies 
which own securities taken at the market value may deduct from 
gross income as depreciation the net decrease in market value of such 
securities. 

The only deduction appropriate, of those allowed by section 88 
of the Act of August 5, 1909, is that quoted above. The quoted 
clause undoubtedly goes to a depreciation which has not yet been 
realized by sale of the depreciated property; it was not intended to 
cover a loss resulting from an actual sale of the securities, but is 
limited to the loss in actual use value due to wear and tear, refiected 
in a fall in money value. The fiuctuations in the market value of a 
commercial security, as in the case of a stock of goods, are constant 
from month to month, but no one regards them as a final deprecia- 
tion in value from which the property will not recover. In orcler 
to 'be a loss "actually sustained ' there must be a cei'tain deterioration 
of those elements which conti'ibute to the beneficial use of the prop- 
erty and which prevent it from ever commanding the same opinion 
-of its value as before. The st tute refers only to such goods as by 
reason of their physical deterioration are permanently impaired in 
use, from which impairment there is no chance of recovery. It. is 
therefore held -that an insurance company may not deduct from its 
gross income as depreciation the net decrease in market value of 
securities taken at market value du6ng the year. 

Section 214 (a) 4, 5, 4, Article 144: Shrinkage in secu- ll — 19 — 878. 
rities and stocks. 0. D. 216. 
The surrender of stock for the purpose of wiping out an operating 

deficit can not be made the basis of a deduction in the returns of thee 

indi vid ual stocl&olders. 

Section 214 (a) 4, 5, 6, Article 144: Shrinkage in secu- 
rities and stocks. 

(See 11 — 19 — 888; sec. 219, art. 848. ) The rule that no deduction can 
be claimed on account of shrinkage in the value of property owned 
by a taxpayer is applicable where the return is filed by the adminis- 
trator of the estate for a decedent. 

Section 214 (a) 4, 5, 6, Article 144: Shrinkage in secu- 
rities and . stocks. 

(See 24 — 19 — 558; sec. 212, art. 28. ) Accrued losses from "short 
sales" of stock. 

Section 214 (a) 7. — DEDUCTIONS ALLOWED; BAD DEBTS. 

Section 214 ta) 7, cuticle 151: Bad debts 24-19-564. 
0. D. 297. 

The difi'erence between the face value of a note and the amount 
received in compromise is an allow. able deduction, provided the debtor 
has no assets out of which %he entire amount may be collected by 
suit. However~ where the debt is compromised and the debtor has 
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abets out of which the entire debt could have been collected through 
legal action, the difference between the amount received in compro- 
mise and the amount claimed, whether admitted or disputed, can 
not be allowed as a bad debt. 

Section 214 (a) 8 DEDUCTIONS AI LOWED; DEPRECIATION. 

Section 214 (a) 8, Article 161: Depreciation. 8-19-820. 
O-862. 

Deductions in the case of wine vineyards rendered obsolete by pro- 
hibition legislation; obsolescence. 

The question is presented as to the deduction allowable for obso- 
lescence in the case of vineyards whose usefulness is impaired or de- 
stroyed, in whole or in part, by prohibition legislation. 

The Revenue Act of 1918, approved February 24, 1919, provides 
(sec. 214(a) ): 

That in computing net income there shall be allowed as deductions: 

(8) A reasonable allowance for the exhaustion, wear, and tear of property 
used in the trade or business, including s reasonable allowance for obsolescence; 
and in section 284(a): 

That in computing the net income of a corporation subject to the tax im- 
posed by section 280 there shall be allowed as deductions: 

4 0 
(7) A reasonable allowance for the exhaustion, wear, and tear of propertv 

used in the trade or business, including a reasonable allowance for obsolescence. 
It is represented that certain vineyards are seriously affected by 

prohibition legislation; that by reason of the character of the grapes 
which they produce the owners have been unable up to the present 
time to find a market to replace that which prohibition laws are about 
to destroy; that while in some instances there may still be an oppor- 
tunity to use, for wine-making purposes, the crop of the year 1919, 
in many cases the opportunity for malDng wine is already passed; 
that expeliments are now being conducted in the hope of finding a 
way to utilize the particular variety of grapes here considered so 
that it will not be necessary to abandon the vineyards; and that in 
view of such experiments the vineyards in question have, in many 
instances, not been junked, but are being cultivated in the hope of 
finding a profitable use for the crop. It is further represented that 
in some cases these vineyards will be or already have been aban- 
doned, the vines pulled up, and the land planted to other crops, 
and that in a few instances, owing to the character of the land or its 
location, the total abandonment of the vineyards for any purpose 
may result. 

While the Acts of October 8, 1918, and October 8, 1917, were con- 
strued to allow a deduction for obsoleteness& demonstrated by the 
actual junking or abandonment of property, as a d. eduction in de- 
termining the net income of an individual or a corporation, obso- 
lescence, or the gradual becoming out of use, was not recognized as 
an allowable deduction prior to the Revenue Act of 1918. 

Obsolescence — that is, the process of. gradually becoming out of 
use — has long been recognized in the manufacturing workl as a ma- 
terial factor in Beterrmning the useful life of machinery. 'It has 
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been a matter of general experience that whereas the physical life 
of a machine when wear and tear only were considered might be 90 
years, yet its useful life in a given employment might be materially 
shortened by the introduction of improved processes and new inven- 
tions, and that where the new processes and inventions were revolu 
tionary its useful life might be reduced. to a brief period, the mini- 
mum being the time necessary for the manufacture and installatioii 
of -the new machinery. 

The efFect of prohibition legislation upon wine vineyards is so 
closely analogous to that produced by the introduction of revolu- 
tionary inventions in manufacturing as to bring it clearly within 
both the reason and the language of the statute. A reasonable de- 
duction for the obsolescence thus resulting is, therefore, allowable. 

Where a vineyard planted to wine grapes continues to be culti- 
vated after the enactment of prohibition legislation in the hope that 
some new and profitable use for the crop may be found, it now 
appears that a material loss will be incurred by the owner. The sit- 
uation, however, is so novel as to render the determination of the 
amount of the loss impossible at this time, and there is no data avail- 
able from which to determine the length of time that will be required 
to ascertain whether such use for the grapes may be found. These 
elements of uncertainty must be recognized in making any ruling as 
to the deductions allowable in the case cited and necessitate n, de- 
parture from the rule heretofore followed that what constitutes a 
proper deduction is to be determined by the facts existing at the 
time the loss is incurred and that neither the taxpayer nor the Gov- 
ernment can be allowed to amend the return to accord with subse- 
quently ascertained facts. A "reasonable allowance" in advance 
of actual obsoleteness can only be made by allowing a tentative de- 
duction for obsolescence for the tax year in which the legislation is 
passed, leaving the definite determination of the loss involved to 
await the result of the experiment. The deduction allowed by the 
statute is a "reasonable allowance" which involves a recognition 
that it must be made on a basis less certain than is required where 
an actual loss based on previous abandonment is claimed. From a 
memorandum of the Ach isory 1'ax Board it is learned that the board 
considers that where abandonment has not occurred and the vine- 
yards are being experimentally cultivated one-half the loss which 
would result in case of failure to find a profitable use for the grapes 
produced by the vineyard will be a reasonable tentative deduction 
upon an obsolescence basis for the tax year in which the prohibition 
act is passed, it being assumed that two years will be a suScient 
period within which to determine the success or failure of the experi- 
ment, and this conclusion is regarded as reasonable. Should obso- 
leteness not ensue within the second year, this allowance will prove 
to have been too liberal. 

Where a vineyard is abandoned for the growing of wine grapes 
and the vines and improvements incidental solely to such use are 
junked and the land applied to other uses, there is a definite basis for 
the determination of the loss. Such loss is represented by the dif- 
ference between the value of such vines and improvements on March 
1, 1918, if previously acquired, or their cost if subsequently'acquired, 
and their salvage or junk value plus any depreciation previously 
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charged ofF. This loss by obsolescence will be distributed over the 
period elapsing between the time when the prohibition measure 
causing it was passed and the year in which abandonment occurs. 
Any improvements, such as the installation of drainage or irriga- 
tion, fencing, breaking up of the ground, or similar improvements, 
which, although incidental to the planting of the vineyard, tend to 
permanently improve the land for other uses, are not to be included 
in determining the value or cost of the property abandoned. 

(generally speaking. no allowance for obsolescence or obsoleteness 
is allowable in the case of land, because deductions for these causes 
depend upon substantial loss of use, and the presumption is that 
land which has been useful for one purpose will still be of use for some 
other purpose. In rare instances, however, this presumption may 
be overcome by the production of evidence tending to show that 
after the prohibitory law becomes effective the land will not be com- 
mercially profitable for any purpose. Mere decrease in the value of 
land, of even 40 or 50 per cent, will not be a sufhcient basis for an 
allow~ance for obsolescence or for obsoleteness. Such decrease in 
value can be deducted only when realized by sale or in some other 
manner. The exception here made is in the case of land which not 
only decreases in value but decreases to so marked a degree that it 
becomes practically worthless. This decrease must be due to a sub- 
stantial loss of usefulness of the land through the prohibition legis- 
lation, due to the fact that the vineyard land is not susceptible of 
profitable cultivation in other crops because of the character of the 
soil or its location. 9 here the taxpayer has successfully shown that 
his case is one of the unusual cases in which the land is rendered 
substantially useless by prohibition legislation, a deduction for obso- 
lescence of the land as well as the vines and improvements is allowable, 
and in such case it will be proper to include in the cost or value used 
as the basis of obsolescence the value of any improvements which were 
regarded as increasing the permanent value of the property and which 
h;i~re not heretofore been treated as an expense. 

It is therefore held that: 
(1) )Vhere vineyards planted to wine grapes appear to be rendered 

useless for profitable operation as vineyards through the enactment 
of prohibition legislation, but the owners continue to cultivate them 
in the hope that some new and profitable use for the crop may be 
found, a reasonable deduction for obsolescence may be claimed. 
There being at this time no data available upon which a determina, - 
tion of what constitutes a reasonable deduction may be made, a tenta- 
tive deduction of one-half the loss which ~ould result from the 
total abandonment of the property for vineyard purposes may be 
made in the return for the year in which the legislation was enacted, 
subject to adjustment v lien the success or failure of the experiment 
shall have been satisfactorily established. 

(2) Where vineyards devoted to the growing of wine grapes are, as 
a result of prohibition legislation, abandoned as vinevards and the 
vines and improvements incidental solely to grape growmg are junked 
and the land employed in other uses, the loss directly resulting may 
be deducted in determining the net income of the owner, care being 
taken to exclude from the deduction the value of any improvements 
such as installation of drainage or irrigation, fencing, breaking up o) 
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the soil, and similar improvements which, while incidental to the 
lanting of the vineyard, tend to permanently improve the ground 

'or other uses. The allowance for obsolescence will be distributed 
over the period elapsing between the. passage of the prohibition meas- 
ure and the date when abandonment occurs. 

(3) In general, no deduction for obsolescence or obsoleteness is 
allowable in the case of land, but in exceptional cases, where the loss 
of usefulness through prohibition legislation is so great that the land 
practically becomes worthless, the taxpayer may, upon the proper 
showing, be allowed a reasonable deduction on that account for the 
land as well as for the vines and improvements. In this case the cost 
or value used as the basis of such deduction for obsolescence or obso- 
leteness may properly include the value of any improvements which 
when made were regarded as permaneIItly improving the land and 
which have not heretofore been charged o8. as expenses. In the case 
where the entire deduction is claimed in a single year by reason of 
actual abandonment on account of obsoleteness of land, vines, and 
improvements, the amount of such deduction will be the di8erence 
between the va, lue on March 1, 1913, if acquired prior to that date, or 
the cost, if acquired on or after that date, and the salvage or junk 
value, talting into account any deductions or obsolescence previously 
allowed. AVhere a reasonable allowance for obsolescence is claimed 
before actual abandonment, to be spread over a period of two or more 
years, care must be taken to eliminate from the sum used as the basis 
of the allowance any general decrease in the value of real estate due 

to other causes, such decrease being deductible only when definitely 
determined through sale. 

(4) Any return of income from vineyard property in which a de- 
duction is claimed as a result of obsolescence must be accompanied 
with an affidavit setting forth fully the facts necessary to a determi- 
nation of the loss properly chargeable to obsolescence under the rules 
above stated. 

(5) Law Opinion 524 and Solicitor's Memoranda 735, 797, and 87o 

are modified so far as not in accord herewith. 

. Section 214 (a) 8, Article 16Q: Depreciable property. 1 — 19-5o. 
0-797. 

ALLOWANCE FOB DEPRECIATION OF ORCHID TRFFS. 

An owner of an orchard which has reached an income-producing stage 
is entitled to deduct from gross income in his annual tax returns an 
annual allowance for depreciation, based upon the capital invested, 
which comprises the original purchase price of the trees together with 
the necessary expenditures incurred in bringing them to the producing 
age, and the rate of depreciation is to be determinef1 by the average 
life of the trees under normal conditions. 

Section 214{a) of the Revenue Act of 1918, approved February 94, 
1919, provides: 

That in computing net income there shall be allowed as deductions: 
(8) A reasonable allowance for the exhaustion, wear and tear of property 

use. l in the trade or business, including a reasonable allowance for obaolescenca. 

t 'orporaiions are allowed the right to make the same deductions. 
(Subdiv. {7), sec. 934{a). . ) 
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Substantially the same language is contained in the Act of Sep- 
tember 8, 1916, as amended by the Act of October 8, 1917. (Sec. 5 (a) 
par. "Seventh "; sec. 12(a), par. "Second. ") 

Under these provisions of law taxpayers generally are permitted 
to deduct an annual allowance for depreciation of buildmgs, and 
other tangible property used in a trade or business. (See arts. 161, 
162, and 168 of Regulations 45, and arts. 4 and 159 of. Regulations 
88, Revised. ) Such yearly allowances are usually computed upon 
the basis of the cost of the property and the probable number of years 
constituting its life and they are allowed with a view of returning 
to the owner tax free an amount equal to the original capital invested. 

Just what valid objection there can be in permitting a person who 
owns an orchard and is in the business of gro~ing fruit to enjoy this 
same measure of justice does not appear. He plants the young trees 
and incurs various expenses in caring for them until they reach the 
producing age. The cost of the trees is to be considered an invest- 
ment of capital, as is also the expense charged to capital account of 
bringing them to the point of maturity, where there is an amount of 
income against which such expenses can be char~ed. 

The life of an orchard may be somewhat indeFinite, but it can be 
as accurately determined as the probable life of a building or other 
tangible property upon which depreciation charges are allowed. In 
any event it is certain that there is a gradual and ultimate wearing 
uut of an orchard within a number of years after the productive 
state has been reached- 

It is held, therefore, that all expenditures necessary to bring orchard 
trees to a producing state should be capitalized and that thereafter a 
fair and reasonable annual allowance for depreciation should be 
permitted in order to return to the owner free of taxation the capital 
invested, just as in the case of an investment in other tangible prop- 
erty used in any other business or trade. The basis of coinputing the 
depreciation is the cost of the trees at the time the orchard has 
reached an income-producing stage, including initial cost and capi- 
talized expenditures incurred in bringing them to maturity, and the 
rate of depreciation is to be determined by the average life of the 
trees from the income-producing stage under normal conditions. 

Section 214 (a) 8, Article 162: Depreciable property. 7 — 19 — 291. 
T. B. M. 89. 

Application of A to deduct from 1918 income, depreciation and 
obsolescence on the fair market value as at January' 1, 1918, of certain 
intangible assets should be denied. 

The claim of the taxpayer is that depreciation and obsolescence 
should be allowed to the full amount of the 1918 income; that in 
arriving at the amount of depreciation and obsolescence the value of 
the intangible property as of January 1, 1918, and the value as to 
December 81, 1918, should be taken as the two determining factors. 

This claim must be denied. The purpose of all deductions, 
whether by way of depreciation, obsolescence, depletion, or loss, is 
to allow a return to the taxpayer of his capital investment without 
subjecting such capital to income tax. In determining the amount 
of capital to be recovered without taxation, considerations of practi- 
cability must govern. It must, for instance, be capable of measure- 
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ment by such instruments as are available in the administration of 
a tax law. This does not mean that other forms of capital do not 

exist, but merely that a point is reached at which it becomes admin- 

istratively impracticable to distinguish between capital and income. 

In such cases the major portion of the annual realization is normally 

income; therefore the presumption must be adopted that the whole 

amount is income. Applying this principle to the present case, it 
will be seen that A through a series of years had by study, training, 
experimentation, and other means developed a capacity for pro- 

ducing technical devices of a, high order. To a considerable extent, 
however, the expenditures necessary to reach this attainment are of 
a kind common to all men and are necessary to fit any man to earn a 
living. Nor is it possible to differentiate between the man of genius 

and the ordinary man in such a way as to impute a capital invest- 

ment to the one when it inust as a practical matter be denied to the 

other, for, of course, genius is attributable to gifts of nature more 

than it is to outlays upon educational or other development. 
Even though it. were practicable by finer instruments of measure- 

ment to reach a capital value of the individual's developed capacity, 
it would not meet the claim now under consideration, which is, as 

stated above, that the capital value subject to depreciation and 

obsolescence as from January 1, 1918, is the market value of the 

particular device. Such market value on that date would be equal 

to the discounted value of the anticipated earnings, . or, in other 

words, the capital sum would consist of the income which it is the 

design of the income tax law to tax. This principle, if applied to 

property generally, as it would have to be if allowable in the case 
now under consideration, would not only cripple th'e present tax 
law, but in large measure would make all income immune from taxa- 
tion. The rule that cost in the case of property acquired since March 

1, 1918 (except as to gifts and inheritances which are specifically 
otherwise provided for in the law), rests securely on the ground that 
capital created by human e6'ort must pass through the door of tax- 
able income before it can for the purpose of that tax establish its 
position as capital. The law does not tax value appreciation, nor 
does it recognize value appreciation as capital until such appreciation 
has been realized and taxed. Neither does the law lay a tax upon 
the creation of ideas or devices, nor can it without devitalizing itself 
recognize as capital the value of such mental or material conceptions 
until after such value has been realized by sale or in such other nian- 

ner as will first give it the status of taxable income. This step having 
been taken, the value to the new owner upon which he may claim a 
capital allowance in computing net income is the cost to him. This 
is a fundamental in the basis of income taxation, and no exception 
thereto can be allowed except such as are specifically provided for 
by the statute. 

At the hearing stress was laid upon the provisions of section 

214(a) (10) and of section 234(a) (9), which provide that in the case 
of mines, oil and gas wells, discovered by the taxpayer, the value 
under certain conditions may be taken as the fair market value of the 

roperty at the date of discovery or within 30 days thereafter. This, 
owever, is not a normal rule for the computation of net income but 

is an exception specifically granted by the statute and care/ully 
restricted to mines and oil and gas wells. That other kinds of 
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property or other taxpayers may be equally meritorious is imma- 
terial; they are omitted by the statute and can not be brought 
Ivithin it by any proper method of construction. 

For the reasons above indicated the Advisory Tax Board recom- 
Inends that the claim of the taxpayer for a deduction from gross 
income by way of depreciation and obsolescence based upon the 
value of his intangible property at January 1, 1918, be denied, and 
that the amount of each deduction be limited to a reasonable amount 
based upon the specific cost to him of' such property exclusive of all 
items of such cost which have been deducted as expenses in income 
tax returns for previous years. 

Section 214 (a) 8, Article 162; Depreciable property. 3 — 19 — 190. 
(Also Section 214 (a) 4, 5, 6, Article 143. ) O. D. 125. 

Property consisting of a plant, including equipment for the Inanu- 
facture of beer bottles, which because of restrictions and regulations 
by the United States Government on the brewery industry can not 
be sold and in consequence the factory had to be closed, 11as to the 
extent the property or plant was constructed for the manufacture 
of beer bottles and is not suited or adapted for any other purpose 
without reconstruction, become obsolete. The corporation to that 
extent is entitled to a deduction for obsolescence. So much of the 
shrinkage in value of. the plant, if any, as is not thus due to obso- 
lescence can not be claimed as a deduction for loss until the property 
is sold or becomes Ivorthless and the loss is &lefinitely ascertained. 

Section 214 (a) 8, Article 163: Depreciation of intangi- 23 — 19 — 545. 
ble property. T. D. 2929. 

MODII'ICATION OF ARTICLE 163) REGULATIONS No. 45 — DEPRECIATION 

OF INTANGIBLE PROPERTY. 

Article 163. Regulations 45. is modified to read as follows by 
eliminating therefrom the last sentence reading, "There can be no 
such allowance in respect of good will, trade names, trade-marks, 
trade brands, secret formula. ", or processes': 

Anr. IG3. Depreciation of intangible propertp. — Intangibles, the use of which 
in the trade or business is deQniteiy limited in duration, may be the subject of a 
delneciation allowance. Examples are patents and copyrights, licenses and 
franchises. Intan ibles, the use of which in the business or trade is not so 
limited, will not usually be a proper subject of such an allowance. If, however, 
an intangible asset acquired through capital outlay is known from experience 
to be of value in the business for only a limited period, the length of which 
can be estimated from experience with reasonable certainty, such intangible 
nssit may be the subject of a depreciation allowance, provided the facts are 
fully shosvn in the return or prior thereto to the satisfaction of the com- 
missioner. 

Section 214 (a) 8, Article 163: Depreciation of intangi- 15-19 — 445. 
ble property. T. B. R. 44. 

Obsolescence upon intangible assets such as good will, trade-marks, 
or trade brands may be deducted, within certain dednite limitations, 
in computing taxable net income. 

In an oNce letter to A, it is held that distillers and dealers in 
liquors nre entitled in computing taxable net income to deduct a 
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reasonable allowance for obsolescence of good will, trade-marks, or 
trade brands, the value of which has been impaired or destroyed bp' 

prohibition legislation, such deduction to be computed upon the basIs 
of a period beginning on November 21, 1918, the date upon which the 
Agricultural appropriation act providing for war-time prohibition 
was enacted, and July 1, 1919, the date upon which war-time prohibi- 
tion was to become effective. It was further held (a) that to sustain 
a claim for a decluction for obsolescence in respect of. good will, trade- 
marks, or trade brands, the taxpayer must show that the value of the 
property in question has been destroyed or will be destroyed by 
prohibition legislation, and that the taxpayer is not continuing in any 
similar trade or business; (b) that an allowance will be made only 
in respect of such assets as are assignable as distinguished from those 
attaching to individ. uals owning or conducting the business, or to 
the premises at which it is being or has been conducted; and (c) that 
no allowance for obsolescence will be made in any' ease where in con- 
nection with the operation of his previous business, the taxpayer has 
developed a good will, trade-mark, or trade brand that will be valu- 
able in continuing a lawful business after prohibition becomes 
efi'ective. 

A has appealed to the Commissioner claiming that the above 
decisi. on errs in limiting the period over which the obsolescence 
may be spread from November 91, 1918, to J'une 30, 1919. He takes 
the position "That the depletion by obsolescence is the result of the 
Federal prohibition process, which has been in the course of develop- 
ment ~ * *;" that although "The trade made substantial appa- 
rent profits in 1918" this resulted merely from the liquidating of 
inventories, and "trade was garnering apparent profits which in 
reality were only the salvaging of capital "' ~ *;" and urges 
that if a fixed obsolescence period is to be stated, "The Department 
conclude that December 18, 1917, the date of the action of the House 
of Representatives which constituted the final submission of national 
prohibition to the States, be taken as the point of commencement of 
the obsolescence. " 

The question raised, . therefore, is whether the period during which 
the obsolescence may be spread should be limited to that beginning 
on November 91, 1918, or should be taken as from December 18, 1917, 
the date upon which Congress submitted the prohibition amendment 
to the States. 

Before considering this question directly, it seems desirable to 
examine the grounds upon which obsolescence of intangibles, such as 
good will, trade-marks, trade brands, etc. , may be allowed. In the 
accounting required for tax purposes intangibles, such as good will, 
trade-marks, and the like are distinguished from tangible property 
in that in the ordinary case a taxpayer is not required or permitted 
to make current deductions for depreciation, including in this term 
ordinary obsolescence. This distinction rests upon the ground that 
in the ordinary case depreciation of intangibles is too indefinite and 
uncertain to be reduced to terms of money. In specific instances, 
however, intangibles may be brought withIn the rule applicable to 
tangible property, but only by the force of unusual and controlling 
circumstances. Article 163 of Regulations 4~, for instance, states 
that "Intangibles, the use of which in the trade or business is 
definitely limited in duration, may be the subject of a deprecia 
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tion allowance. " It is true t. hat this sanie article states that no such 
allowance may be made in the case of intangibles of tl. . class now 
under consideration, and while in general this negative decision is 
sound, the controlling rule is the one quoted above, and when an 
item of intangible property falls within that rule it must be dealt 
with accordingly. The major rule laid down in article 168 is a rea- 
sonable extension of the provision of article 148 covering loss of use- 
ful value. This article provides ' When through some change in 
business conditions the usefulness in the business of some or all of 
the capital assets is suddenly terniinated, so that the taxpa& er discon- 
tinues the business or discards such assets permanently from use in 
the business, he may claim as a loss for the year in which he takes 
such action the difference between the cost or the fair market value 
as of. March 1, 1918, of anv asset so discarded (less any depreciation 
allowance) and its salvage value remaining 

The question next arises whether an int~angible acquired at a date 
when its useful life is indefinite may become the subject of a deprecia- 
tion allowance at some subsequent date at which time the duration 
of. its useful life becomes definitely known. If so, the loss which 
might be claimed at the end of the life niav be spread over tBe tern& 
of the remaining useful life, To hold that no such spread is al- 
lowed it is necess:Lrv to construe the first sentence of article 168 as 
meaning that only those intangibles the useful life of which is 
known at the time of acquisition to be cleflnitely limited in duration 
may be the subject of depreciation allowance. This seems to be a 
strained construction, and in the light of article 148 is unnecessarily 
harsh. The reasonable conclusion seems to be, therefore. that ivhen 
it is demonstrated that the useful life of an intangible is defi- 
nitely limited, such intangible then becomes a proper subject of 
depreciation allowance. 

Applying these considerations to the intangibles belonging to dis- 
tillers and dealers in liquors it is found that such intangibles are 
subject to depreciation (or obsolescence) during the period in which 
it is known that tlieir useful life is definitely limited in duration. 
The determination of this period is, ho~ever, by no means easy. 
Looking backward it can now be seen that prohibition has during 
recent years had a rapid grov th in this country, particularly in the 
South and in the West. Before the constitutional amendment was 
adopted some 88 States had prohibition legislation and local option 
was similarly efi'ective in substantial parts of manv of the other 
States. As early as March. 1918, the Webb-Kenyon Act gave strong 
indication of a groiving sentiment. and this sentiment has since been 
registered in many other political and judicial expressions. 

However clear the general implication of these facts may have 
been, nothing throughout this course of events was su%ciently ex- 
plicit and final to fix a period at the end of which the propei;ty now 
under consideration would become valueless. Among these indefinite 
nr incomplete events the submission by Congress of the eighteenth 
amendment on December 18, 1917, stands out as the most fair-reach- 
ing and important in the entire chain. The fact that this legislation 
was adopted in both IIouses of Congress by large majorities gave at 
least some indi& ation of the probable reception of the prnpo-ed 
amendment by the States, and it niay, therefore, be granted that at 
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the date of submission there was substantial reason to believe that 
the amendment would be adopted by the States. 

There was, however, no certainty upon this point, and the leaders 
on both sides of the controversy showed plainly by their actions at 
the time that neither believed that the issue was settled. Were it 
not for the facts surrounding the submission of the constitutional 
amendment, a satisfactory date would be fixed by the adoption of 
thc war-time prohibition act on November 21, 1918. Standing alone 
this date could be accepted as marking the beginning of the period 
during which the trade-marks, trade brands, and good will of dis- 
tillers and dealers in liquors would be completely exhausted. The 
prohibition amendment, while not finally adopted until after the 
enactment of war-time prohibition had, however, made such progress 
that before that date its adoption became a foregone conclusion. 
The attitude of many States was known, and the formal act of ratifi- 
cation merely awaited the assembling of the legislatures. The trend 
of sentiment was early shown by the action of several States upon 
which the distillers and dealers in liquors were counting for success, 
and which were classed as doubtful by the prohibition forces. Thus 
in January, 1918, Massachusetts, Maryland. and Ikentucky, the first 
two of which were considered very doubtfiil by the prohibitionists, 
voted in favor of the prohibition amendment by a decisive vote. 
I ouisiana, another doubtful State, deadlocked in January upon the 
amendment, and later in the year ratified. It seems certain that an 
unprejudiced observer would, in view of the history of the movement 
and the decisive action taken by these doubtful States in January, 
have concluded. that prohibition was a certain event, which, under the 
terms of the amendment, would become efFective within a year froni 
its final adoption. The conclusion is, therefore, reached that it is 
reasonable to allow distillers and dealers in liquors to make a deduc- 
tion in computing net income under the provisions of the Revenue 
Act of 1918, for any taxable year ending on or after January 81, 1918, 
and that the encl of the period be fixed at the date upon which a tax- 
payer engaged as distiller or dealer in liquors discontinues such busi- 
ness, such date being in no case later than January 16, 1920, the 
date upon which prohibition by constitutional amendment becomes 
effective. 

A further question remains for consideration. Upon what basis 
should the deduction for obsolescence be apportioned between the 
taxable years ending after January 81, 1918& The statute, sections 
214 (a) (8) and 284 (a) (7), provides for a "reasonable" allowance. 
This places upon the department the burden of laying down rules 
and regulations defining, so far as may be done, what is " reasonable. " 
In the great majority of cases depreciation is fairly measured. by the 
efDuxion of time. This is the ordinary rule, a departure from which 
should be allowed only when the deduction provided thereunder 
does not meet the statutory requirement of reasonableness. The use 
in the statute of the word "reasonable" clearly implied that no rigid 
rule applicable to all cases can be laid down. Observation of indi- 
vidual cases amply proves that this is true, and therefore when the 
ordinary rule does not produce a reasonable result, the statute re- 
quires that another and a reasonable method be adopted in a par- 
ticular case or class of cases. The situation presented by the dis- 
tillers and dealers in liquors is highly exceptional. The total amount 
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in respect of which they are entitled to claim a deduction is the cost 
of their good will, trade-marks, trade brands, or the value thereof. , 
on March 1, 1918, if acquired prior thereto, excluding, of course, 
a»y intangibles acquired since that date, the expenditures for which 
were decluctible in computing income for tax purposes. But as 
al'eacly indicated, the legislative situation had by January 81, 1918, 
reached a decisive point which completed the first stage in the ob- 

solescence of these assets. On that date a computable part tliereof 
hacl become obsolete. The value of such assets rests upon the prob- 
able future income that will accrue to the owner thereof. Estimates 
of the probable amount of this income may vary, but there is no other 
known method by which the value can be computed. In view of 
ihe status of prohibition legislation on January 81, 1918, it is cer- 
tain that upon that date the value of the good will, trade-marks, 
trade brands, etc. , of distillers and dealers in liquors was reduced to 
the then present value of the income to be derived therefrom be- 

tween that date and approximately January, 1920. whatever this 
value might be in a given case, it ~ould be diR'erent from, and prob- 

ably much less than, the value on March 1, 1918. Had prohibition 
been iinmediately e8ectii e, instead of becoming operative at a future 
date, these taxpayers would have been entitled to deduct from gross 
income of any taxable period ending on or after January 81, 1918, 
the entire amount of such intangibles. 

Depreciation of intangibles now in question when coinputecl upon 
the basis of the time rule does not meet the requirements of the 
statute, and therefore another rule must be found. For some pur- 
poses a~pportionment based upon the relative profits of two or more 

taxable periods provides a proper method, but this rule is obviously 

inapplicable to the cases now under consideration. The rule of 
apportionment which most closely approximates the actual facts, and 

is therefore the most reasonable, is that under which the value of 
the intangibles on January 81, 1918, is spread on the time basis be- 

tween that date and the date upon which prohibition became efFective 

a»el the balance of the allowable deduction (measured by the dif- 
ference between the value on January 81, 1918, and March 1, 1918), 
taken in accordance with the provisions of section 205 of the act 
and articles 1621 — 1695 of Regulations 45 against the first taxable 

year ending on or after January 81, 1918. 
It is, therefore, the opinion of the Advisory Tax Hoard (1) that 

distillers and dealers in liquors are entitled to make a, deduction 

(based upon actual cost or fair market value as at March 1, 1918) 
from gross income, on account of depreciation or obsolescence of their 
intangibles, such as good will, trade-marks, trade brands, etc. , such 

deduction being limited to assignable assets, the value of v hich has 

been destroyed by prohibition legislation, and (9) that in arriving 
at the taxable income for the first taxable year ending on or after 
January 81, 1918, the obsolescence fully accrued on that date is to 
be allowed as a deduction in computing the income subject to tax- 
ation under the revenue act of 1918, plus a, further deduction of 
such proportion of the remaining value of the intangible assets as 

the interval between January 81, 1918, and the end of the taxable 

year bears to the total interval between January 31, 1918, and 

Januaqr 16, 1920 (unless at an earlier date the taxpayer discontinues 

his business, in which case such earlier date shall mark the close of 
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the period), and (3) that for any taxable year following the taxable 
year just referred to a deduction in respect of the value of such 
intangible assets on January 31, 1918, based upon a ratable distri- 
bution, will be permissible. 

. Section 214 (a) 8, Article 163; Depreciation of intangi- M — 19 — 565. 
ble property. 0. D. 298. 

Deductions from gross income on account of depreciation or obso- 
)eseence of intangibles, such as good. wi'll, trade-marks, and trade 
brands, allowed. distillers and dealers in liquors, are also applicable to 
brewers. 

Section o14 (a) 8, Article 163: Depreciation of intangi- 30-19 — 640. 
ble property. O. D. 844. 

Depreciation of intangible property as explained in article 168 of 
Regulations 45 applies to all intangible property including pat- 
ents and copyrights, whether acquired for cash, other property, or 
corporate stock. The term "capital outlay" includes corporate 
stock. 

Section 814 (a) 8, Article 164: Capital sum recoverable 91 — 19 — 594. 
through depreciation allowances. 0. D. 288. 

Replacement value of property can not be substituted for the cost 
ef the property as the cost of replacement at a time some years in the 
future is a speculative Agua which can not be used as a basis for de- 
termining an annual depreciation charge. The depreciation charge 
will replace the amount of the original capital outlay, which may 
be more or less than adequate to replace the item to which it applies. 
If less than adequate, new capital must be provided from surplus or 
otherwise to eQ'eet the replacement. 

Section '214 (a) 8, Article 167: Depreciation of patent o0 — 19 — 506. 
or copyright. T. B. R. 59. 

(Also Section 386, Article 845. ) 
Rzvzjvsz Acz 'oz 1916 xs Axrzzszs aws RzvzNuz Acr oz 1917. 

(1) Depreciation oi' patents acquired prior to March 1, 1918, should 
be taken on the basis of their fair market value zs of that date, if af- 
firmstive and satisfactory evidence of such value is offered. 

(2) Invested capital of a corporate taxpayer for the year 1917 
should be reduced by the amount of its income tax for the year 1916 
as of the date upon which such tax became due and payable. 

(1) The taxpayer owned certain patents on March 1, 1918, whiCh, 
according to its claim, had a value on that date much larger than 
their original cost. The Income Tax Unit ruled that the taxpayer 
was entitled to deduct depreciation on the basis of the actual cost 
of such patents and not on the basis of their fair market value on 
March 1, 1913, and the taxpayer appealed. 

Regulations 88 (revised), article 174, adopted under the Revenue 
Aet of 1916 as amended by the Revenue Act of 1917, provides: 

In determining the amount deductible on account of the expiring life of 
patents, only the actual cost thereof and not an estimated value as of March 1„ 
1913, or any other date, will be considered, (See also art. 113. ) 
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Article 167, Regulations 45, adopted under the Revenue Act of 
1918, provides: 

In coruputing a depreciation allowance in the case of a patent or copyright, 
the capital sum to be replaced is the cost (not already deducted as current 
expenses) of the, patent or copyright or its fair market value as of March 1, 
1916, if acquired prior thereto; 

I)epreciation of a patent can be taken on the basis of the fair market value 
is of &larch 1, 1916, only when aKrmative aud satisfactory evidence of suc» 
vs Inc is offered. (See aLso articles 161, 168, and 164. ) 

The statutory bases for these deductions are found, respectively; 
in the provision in the earlier act authorizing the deduction from 
gioss income of'certain "losses" "including a reasonable allowance 
for the exhaustion, wear. and tear of property arising out of its use 
oi employment in the business or trade" (Revenue Act of 1916, sec. 
1~(a) Second. ) Sce also sec. 106, last paragraph, and in the pro- 
vision in the latter act authorizing the deduction from gross income 
of "a reasonable allowance for the exhaustion, wear, and tear of 
property used in the trade or business, including a reasonable allow- 
ance for obsolescence. " (Revenue Act of 1918, sec. 284(a) (7). See 
also sec. 202 (a) (1) ). 

The Advisory Tax Board does not find in these or in any other 
statutory provisions adequate reason for concluding that there is a 
difi'erence in the law with respect to the allowance for depreciation of 
patents acquired prior to iIarch 1, 1918, in the year 1917 under the 
Elevenue Act of' 1916 as amended, and in the year 1918 under the 
Ilevenue Act of 1918. It is of opinion, moreover, that in this respect 
the rule laid down in Regulations 45, article 167, is correct and should 
be applied in the determination of net income for the year 1917, 
article 174 of Regulations No. 88 (revised) being changed, if nec- 
essary, as to which no opinion is expressed, to conform thereto. It 
follows that the taxpayer's depreciation allowance should be based 
upon the fair market value of its patents on March 1, 1918, provided 
it ofFers affirmative and satisfactory evidence of such value. Neither 
the question as to what that value was, nor the evidence upon which 
that question can be determined, is before the Advisory Tax Board. 

(2) The Income Tax Unit ruled that the income tax of the tax- 
payer for the year 1916, payable in the year 1917, should be con- 
sidered. as a reduction of its invested capital as of the date upon which 
such tax became due and payable. This ruling was correct upon the 
authority of Treasury Decision 2791. The same rule applies to the 
Revenue Act o'f 1918. (See Regulations 45, art. 845. ) 

It is held therefore (1) that the taxpayer should be allowed depre- 
ciation of patents on the basis of their fair market value as of 
'i1arch 1, 1918, if aflirmative and satisfactory evidence of such value 
is oR'ered, such changes, if any, as are necessary being made in Regu- 
lations No. 88 (revised), article 174, and (2) that the ruling of the 
Income Tax Unit that the invested capital of the . taxpayer foi the 
year 1917 should be reduced by the amount of its income tax for the 
year 1916 as of the date upon which such tax became due and payable, 
is correct. 

Section 214 (a) 8, Article 170: Closing depreciation ac- 
count. 

(See 80 — 19 — 689; sec. 214 (a) 4, 5, 6, art. 141. ) Adjustment of 
depreciation and gain or loss when equipment is retired from use. 
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Section 214 (a) 9. — DEDUCTIONS ALLOWED: AMORTIZATION. 

Section 214 (a) 9, Article 181: Scope of provision for 
amortization. 

(See 15 — 19 — 4M; sec. 826, art. 840. ) Effect on invested capital of 
amortization deducted under the munitions manufacturers' tax law, 

Section 214 (a) 9, Article 181: Scope of provision for 
amortization. 

(See 26 — 19 — 597; sec. 801, art. 715:) Amortization when part of 
income is from Government contracts. 

Section 214 (a) 9, Article 182: Property of which 
may be amortized. 

(See 16 — 19 — 464; sec. 284, art. 561. ) Equipment for manufacture 
or production of sugar. 

Section 214 (a) 9, Article 184: Cost which may be 5 — 19-249. 
amortized. T. D. 2859, 

The paragraph numbered (8) in article 184 of the final edition of 
Regulations 45 which reads as follows: 

(9) In the ease of other property the basis is the estimated reproduction 
cost as of April 1, 1919, of such property in its then condition. In the final 
determination such cost will be ascertained under stable postwar conditions, 
without reference to such date. 

is hereby amended to read as follows: 
(9) In the case of other property the basis for amortization calculation shall 

be the estimated value of the property to the taxpayer in terms of its actual 
use or employment in his going business, such value in no case to be less than 
the sale or salvage value of the property, provided, however, that in no case 
shall the preliminary estimate (for purposes of returns to be made in 1919) 
of the amount of such amortization exceed 25 per cent of the cost of the 
property. In the final determination the amount of the amortization allow- 
ance will be ascertained upon the basis of stable postwar conditions under 
regulations to be promulgated when these conditions become apparent. 

Section 214 (a) 9, Article 187: Redetermination of 81-19 — 646. 
amortization allowance. A. R. M. 10. 

In re: The interpretation of that part of section 214 (a) 9, providing 
for amortization which reads as follows: "At any time within three 
years after the termination of the present war, the Commissioner may, 
and at the request of the taxpayer shall, reexamine the return and, if 
he then finds as the result of an appraisal or from other evidence that 
the deduction originally allowed was incorrect, the ta~es imposed by 
this title and by Title III for the year or years affected shall be re- 
determined. " 

The Committee is of the opinion that Congress in using the phrase 
"at any time within three years after the termination of the present 
war" intended to place a limitation only upon the late8t date before 
which the contemplated redetermination and adjustment of amorti- 
zation provided for in the act must be made and that it was not 
the purpose of Congress to place a limit upon the earHeat date at 
which such redetermination and adjustment might be undertaken. 
A. uthorities in the use of words agree in assigning to the word 
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"within" a meaning equivalent to "not longer in time than, " and 
it. is believed that it is in this sense that the word was here used by 
('otfgress and that the phrase is to be construed as equivalent to 
"nt any time befog'e the expiration oj three years after the termina- 
tion of the present war. " Used in this sense, there is no limitation 
i!pon the earliest date at which the redetermination may be under- 
taken; and this is a reasonable construction to place upon this clause 
for, obviously, there can be no purpose in delaying such redetermina- 
tion uiitil after the ofhcial proclamation of peace has been issued and 
the wiir formally terminated, provided that all the elements now 
exist and are ascertainable upon which to base such a redetermina- 
tion. Indeed, the earlier such matters can be and are disposed of, 
the better will justice be served as between the Government and 
the taxpayer, for the reason that, all other things being equal, the 
factors entering into such a redetermination can be more readily 
and accurately ascertained while all considerations involved are 
still fresh in the minds and knowledge of those dealing with them 
than would be likely or possible at a later date. 

It is, therefore, the conclusion of the Committee that taxpayers 
need not await the formal termination of the present war but may 
present to the Commissioner their claim for a redetermination at 
any time prior to three years after such termination. 

Section 214 (a) 10. — DEDUCTIONS ALLOWED: DEPLETION. 

Section 214 (a) 10, Article 202: Capital recoverable 
through depletion allowance in the case of owner. 

1-19-58. 
T. B, R. 4. 

Interpretation of clause (c) in articles 202 and 203 of Regulations 45. 

The Income Tax Unit has made inquiry as to the interpretation to 
be»laced upon clause (c) in article 202 and also in article 208, 
Regulations 45, reading as follows: "Deductions for depletion which 
has or should have been taken to date. " Attention is called to the 
fact that under the 1918 law, the so-called 5 per cent limitation in 
many cases, particularly in the oil industry, resulted in taxpayers 
being required to pay a tax on certain sums received which w& re in 
efFect a return of capital; Similarly, lessees have, under the laws 
prior to the law of 1918, been denied any depletion in respect of the 
appreciated value of their lease at March 1, 1918, or any subsequent 
date, such as that of discovery which is now recognized in the Reve- 
nue Act of 1918. In such cases certain taxpayers have been placed 
upon a footing of some inequality amounting (aside from the year 
1917, in which year lessees alone were afFected) to a tax in 1918, 1914, 
and 1915, of 1, and in 1916, 2 per cent upon such part of their 
revenues as was actually a return of capital. Each revenue law from 
1918 to date has aimed at the computation of an amount of statutory 
net income, and upon this amount the tax has been levied, and while 
the definition of statutory net income has varied in the diferent Acts, 
the amount subject to tax in any year is the income computable under 
the provisions of the Act applicable to the particular year. The War 
Revenue Act of 1918 allows a reasonable deduction for depletion 
based upon the cost, or ii the property was acquired prior to March 
1, 1918, its fair market value on that date, or in the case oi certain 

103022' — 22 — 10 
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oil and mining properties the fair market value within 80 days of 
discovery, and this deduction may be now taken in certain cases by 
the lessee. This A. ct, however, does not contain any provision for 
the correction of hardships or inequalities imposed by the terms of 
previous statutes, and the computation of taxable net income for 1918 
must, therefore, be determined in respect of the income tax law of 
that year. 

For purposes of invested capital it is held (art. 889, Regulations 
45) that— 

Depletion, like depreciation, must be recognized in all eases in which it 
occurs. Depletion attaches to each unit of mineral or other property removed, 
and the denial of a deduction in computing net income unrler the Act of August 
tf, 1909, or the limitation upon the amount oi' the deduction allowed under the 
Aet of October 8, 1918, does not relieve the corporation of its obligation to 
make proper provision for depletion of its property in computing its surplus 
and undivided profits. 

In accordance with the reasons above indicated, it is recommended 
that the amount recoverable by a taxpayer without liability to tax 
under the War Revenue Act of 1918, either by way of deduction for 
depletion or of the return of capital upon the sale of the property, 
is the cost of the property, its fair market value at March 1, 1918, or 
within 80 days after discovery, as the case may be, minus the amount 
of depletion (based upon the same cost or value) actually sustained 
prior to January 1, 1918, whether or not all of such amount has been 
allowed for the purpose of computing net income under earlier 
income . tax laws. 

Section 214 (a) 10, Article 220: Oil and gas wells. 81-19-647. 
T. D. 2956. 

Article 220 (a): Discovery — Proven tract or lease— 
Property disproportionate value. 

Article 221: Proof of discovery of oil and gas wells. 
Regulations 45 are hereby amended by substituting for articles 220 

and 221 as they now stand the following three articles; 
ArrT. 220. Oil and gas wells. — Section 214 (a) (10) and section 284 (a) (9) provide that taxpayers who discover oil and gas wells on or after March 1, 1918, may, under the circumsta. nces therein prescribed determine the fair market value of such property at the date of discovery or within 30 days there- after for the purpose of ascertaining allowable deductions for depletion. Be- 

fore such valuation may be made the statute requires that two conditions pre- 
cedent be satisfied, (. 1) that. the fair market value of such property (oil and gas wells) on the date of discovery or within 80 days thereafter became. materially disproportionate to the cost, by virtue of the discovery, and (2) that snch oil 
and gas wells were not acquired as the result of purchase of a proven tract or lease. 

ArrT. 220 (a). Discovery — Proven tract or lease — Property rttsprotrortionate valne. — (1) For the purpose of these sections oi' the Revenue Act of 1918, an oil or gas well may be said to be discovered when there is either a natural ex- 
posure of oil or gas, or a drilling that discloses the actual and physical pres- 
ence of oil or gas in quantities sufficfent to )us~ commercial exploitation. Quantities sufficient to )ustify commercial exploitatfon are deemed to exist when the quantity and quality of the oil or gas so recovered from the well are such as to afford a reasonable expectation of at least returning. the capital invested in such well through the sale of the oil or gas, or both, to be derived therefrom. (2) A proven tract or lease may. be a part or the whole of a proven area. 
A proven area for the purposes of this statute shall be presumed to be that por= tion of the productive sand or xone or reservoir fncluded in a square surface 
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area oi' 160 acres having as its center the mouth of a well producing oil or gas 
in commercial quantities. In other words, a producing well shall be presumed 
to prove that portion of a given sand, zone or reservoir which is included in an 
area of 160 acres of land, regardLess of private boundaries. The center of 
such square area shall be the mouth of the well, and its sides shall be parallel 
to the section lines established by the United States system of public land 
surveys in the district in which it is located. Where a district is not covered 
by the United States land surveys, the sides of said area shall run north and 
south, east and west. 

So much of a taxpayer's tract or lease which lies within an area proven 
either by himself or by another is "a proven tract or lease" as contemplated 
by the statute, and the discovery of a ivell thereon will not entitle such tax- 
payer to revalue such well for the purpose of depletion allowances, unless the 
tract or lease had been acquired before it became proven. And even though a 
well is brought in on a tract or lease not included in a proven area as heretofore 
defined, nevertheless it may not entitle the owner of the tract or lease in which 
such well is located to revaluation for depletion purposes, if such tract or lease 
lies within a compact area which is immediately surrounded by proven land, 
and the geologic structural conditions on or under the land so inclosed may 
reasonably warrant the belief that the oil or gas of the proven areas extends 
thereunder. Under such circumstances the entire area is to be re arded as 
proven land. 

(3) The "property" which may be valued after discovery is the "well. " 
For the purposes of these sections the "well" is the drill hole, the surface 
necessary for the drilling and operation of the well, the oil or gas content of 
the particular sand, zone or reservoir (limestone, breccia, crevice, etc. ) in 

which the discovery was m ide by the drilliiig and from which the production is 
drawn, to the limit of the taxpayer's private hounding lines, but not beyond the 
limiis of the proven area as heretofore provided. 

(4) A taxpayer to be entitled to revalue his property after March 1, 1913, 
for the purpose of depletion allowances must make a discovery after said date 
and such discovery must result in the fair niarket value of the property becoming 

disproportionate to the cost. The fair market value of the property will be 
deemed to have become disproportiona. te to the cost when the output of such well 

of oil or gas affords a reasonable expectation of returning to the taxpayer an 

amount materially in excess of the cost of the land or lease if acquired since 
March 1, 1913, or its fair market value ou March 1, 1913, if acquired prior thereto, 
plus the cost of exploration and developruent work to the time the well was 

brought in. 
AuT. 221. Proof of discovery of oiL and gas wells. — In order to meet the require- 

ments of the preceding article to the satisfaction of the commissioner the tax- 

payer will be required, among other things, to submit the following with his 
return: (a) A map of convenient scale, showing the location of the tract and 

discovery well in question and of. the nearest producing well, and the develop- 

ment for a radius of at least three miles from the tract in question, both on the 

date of discovery and on the date when the fair market value was set; (b) a 
certified copy of the log of the discovery well, showing the location, the ilate 

drilling began, the date of completion and beginning of production, the forma- 

tions penetrated, the oil, gas, and water sands penetrated, the casing record, 

including the record of perforations, and any other information tending to show 

the condition of the well and the location of the sand or zone from which the 

oil or gas is produced on the date the discovery was claimed; (c) a sworn record 

of production, clearly proving the commercial productivity of the discovery viell; 

(d) a sworn copy of the records, showing the cost of the property; and (e) a 

full explanation of the method of determining the value on the date of discovery 

or within 30 days thereafter, supported by satisfactory evidence of the fairne~s 

of this value. 

Section Q14 (a) 10, Article RM: Charges to capital and 96-19-589, 

to expense in case of mine. O. D. 814. 

All expenditures by a mining company for prospecting and devel- 

opment for the purpose of enlarging the business or continuing it 
beyond its present limits must be charged to capital account. 
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Section 214 (a) 10, Article MS: CaPital recoverable 1-19-&o. 
through depletion allowance in the case of timber 0. D. 43. 
In the case of timber land acquired prior to March 1) 1913~ deple- 

tion may be based on the average value on that date of all thnber 
locatecl in a single operation unit. In other words the average value 
may be determined independently for each separate operation unit. 
A. separate operation unit should include all timber which should 
logically be manufactured at a single definite mill site. 

Section 214 (a) 10, Article 234: Determination of fair 18 — 19 — 483. 
market value of timber. T. D. 2916. 

Section 214 (a) 10, Article RM; Determination of quan- 
tity of timber. 

Providing for the addition of two new articles, Regulations 4o, in re- 
ard to the determination of the fair market value and quantity of 

timber. 

The final edition of Regulations 45 is amended by the insertion 
of two new articles to be known as article 234 and article 23o, as 
follows: 

ART. 234. Determination of fair ~narket value of timber. — 17here the fair 
market value of the property at a specified date in lieu of the cost thereof 
is the basis for depletion and depreciation deductions, such value must be 
determined subject to approval or revision by the Commissioner, by the owner 
ot the property in the light of the most reliable and accurate information with 
reference to the condition of. the property as it existed at that date, regardless 
of all subsequent changes, such as changes iu surrounding circumstances, in 
methods of exploitation, in degree of utilization, etc. The value sought should 
be that estabushed assuufing a transfer betvveen a vvilling seller and a willing 
buyer as of that particular date. No rule or. method of determining the fair 
marl-et value of tirober propertv is prescribed, but the Commissioner will'give 
due weight and consideration to any and ail facts and evidence having a bear- 
ing on the market value, such as cost, acutal sales and transfers of similar 
properties, market value of stocl' or shares, royalties and rentals, value fixed 
by the owner for purposes of the capital stocl- tax, valuation for local or State 
taxation, partnership accountings, records of litigation in which the value of 
the property was in question, the amount at which the property may have 
been inventoried in probate court, disinterestecl appraisals by approved methods, 
and other factors. For depletion purposes the cost of the timber or its fair 
market value at a specified date shall not include any part of the cost or value 
of the land. 

Aav. 235. Deter~n~'nation of quantity of timber. — Each taxpayer claiming a 
deduction for depletion is requiretl to est™ate with respect to each separate 
timber account the total units (feet board measure, cords, or other units) 
oi timber reasonably known or on good evidence believed to have existed on 
the ground on March 1, 1913, or on the date of acquisition of the property, as 
the ease mav be. The taxpaver, according to his best knowledge and belief 
and in the light of the most accurate and reliable information, will estimate 
the number of units of timber actually present upon the specified date. This 
estimate will state the number of units which would have been found present 
b, , a careful estimate made on the specified date with the object of deternfin- 
iiig 100 per cent of the quantity of timber which the area would have produced 
on that date if all of the merchantable ™ber had been cut and utilized in 
accordance with the standards of utilization prevailing in that region at that 
time. If subsequently during the ownership of the taxpaver making the re- 
turn, additional units of timber are found to be available for utilizatiou as 
the result of the growth of the timber, of closer utilization of' the timber, of 
the utilization of species of trees not formerly utilized, of underestimates of 
the quantity of timber available on the specified date, etc. , which were not 
taken into account in estimating the number of units for purposes of depletion, 
or if it shall be found in the course of operation that timber included in the 
estimate is not merchantable as the result of deterioriation through rot or 
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otherwise, or that the original estimate was too great, a new estimate of the 
recoverable units of timber (but not of the cost or the fair market value at a 
specified date) shall be made and when made shall thereafter constitute a 
basis for depletion. In the selection of the unit or units of estimate the cus- 
toIB applicable to the given type of timber in the given region should be cou- 
sitlered. 

Section 214 (a) 11. — DEDUCTIONS ALLOWED: CHARITABLE 
CONTRIBUTIONS. 

Section 214 (a) 11, Article 251: Charitable contribu- 
tions. 

3-19-101. 
S-092. 

DEDUcTIBILITv or CUNTBIBUTIQNs To CoUNUIL oI' NATIoNAL DEFENsE. 

Contributions to the Council of National Defense are deductible in 
ascertaining net income (Rev. Act of 1917, Sec. 1201; Rev. Act of 1918, 
Sec. 214(a), par. 11. ) 

The Council of National Defense was established by the Army Ap- 
piopriation Act of August 29, 1016, "for the coordination of in- 
dustries and resources for the national security and v elfare. " It con- 
sists of the Secretary of VVar, the Secretary of the Navy, the Secre- 
tary of the Interior, the Secretary of Agriculture, the Secretary of 
Commerce, and the Secretary of Labor. It is required to nominate 
to the President an advisory commission of seven persons, "each of 
whom shall have special knowledge of some industry, public utility, 
or the development of some natural resource, or be otherwise specially 
qualified, in the opinion of the council, for the performance of the 
duties hereinafter provided. " It is made the duty of the council to 
supervise and direct investigations, ancl make recommendations to 
the President and the heads of executive departments, concerning a 
number of subjects of public importance connected with the national 
defense, such as the location of railroads with reference to the fron- 
tier, the nlobilization of the military and naval forces, and the domes- 
tic production of articles essential to the Army, and necessary to-the 
people during any interruption of foreign commerce. The Act con- 
tains numerous other provisions of the same character, and an appro- 
priation is made to carry on the work. 

The statute provides for the deduction, up to 15 per cent of the 
taxpayer's net income, of "Contributions or. gifts made within the 
taxable year to corporations organized and operated exclusively for 
religious, charitable, scientific, or educational purposes, "' -" * no 

part of the net earnings of which inures to the benefit of any private 
stockholder or individual, " etc. (Rev. Act of 1918, sec. 214 (a), par. 
11. ) There was a similar provision in the Act of October 3, 1917. 
(Sec. 1201; adding par. Ninth to sec. 5(a) of the Act of. September 8, 
1016. ) 

The word "charitable" has a broad significance. Charitable gifts 
include, among other things, gifts for public and governmental pur- 

poses (11 Corpus Juris, p. 325), such as the repair of highways. the 

purchase of fire engines, and the establishment of life-boats or life- 

saving stations. (Id. , pp. 325 — 326. ) Thus, a gift to improve the 

condition of soldiers, and thus increase the efiiciency of the Army, 

is charitable. (Id. . p. 326. ) It is also held that — "The test of a 
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charitable gift or use and the test of a charitable corporation are in 
law the same. " (Id. , p. 808. ) 

The Council of National Defense was formed for important public 
ends. Gifts to it are charitable gifts; and. it is, within the meaning 
of the statute, a charitable organization. It is not clear whether it is 
a corporation; nor is it material. This term in the statute includes 
"associations. " (Rev. Act of 1918, sec. 1. ) 

It is held, therefore, that contributions to the Council of National 
Defense are deductible for purposes of the income tax, both unde! 
the Revenue Act of 1917 and the Revenue Act of 1918, up to the 
amount of 15 per cent of the net income of the taxpayer. 

Section o14 (a) 11, Article 251: Charitable contribu- 8 — 19-321. 
tions. S. 1059. 

A gift of money to a board of education of a school district which 
has been created a body corporate under the laws of a State is an 
allowable deduction in computing net income within the limitation pro- 
vided in section 214(a) (11), Revenue Act of 1918. 

An opinion is requested as to whether a gift of money to a board 
of education of a school district which has been created a body cor- 
porate under the laws of the State of New York is an allowable 
deduction under the following provisions of section 914(a) (11) of 
the Revenue Act of 1918: 

(u) That in computing net income there shall be allowed as deductions: 
(11) Contributions or gifts made within the taxable year to corporations 

organized snd operated exclusively ior religious, charitable, scientific, or educa- 
tional purposes, or for the prevention of cruelty to children or animals, no part 
of the net earnings of which inures to the benefit of any private stockholder or 
individual, ~ ~ * to an amount not in excess of 15 per centum of the tax- 
payer's net income as computed without the benefit of this paragraph 

(See also art. 951, Regulations 45, and sec. 981, Revenue Act of 
1918. ) 

It appears from an examination of the laws of New York that 
boards of education in that State have been created bodies corporate 
under a special act of the legislature (secs. 800 — M8, Laws 1910, ch. 
140); that such boards are organized and operated exclusively for 
eclucational purposes; and 'that no part of the income inures to a 
private stockholder or individual. It follows, therefore, from the 
foregoing language of section 914 of the Revenue Act of 1918 that a 
gift made to such an organization is exempt to the extent indicated 
therein. The mere fact that the gift may indirectly benefit the indi- 
viduals of the State or district by reducing the possible tax burden 
does not, change the rule. The case is d. istinguishable from a gift 
direct to the State or to some subdivision thereof which is not oper- 
ated exclusively for educational purposes or which is not a body 
corporate. 

Accordingly, it is held that a contribution or a gift of money to a 
board of education of a school district which has been created a body 
corporate by tbe laws of the State is an allowable deduction in com- 
puting net income within the limitation provided in section 214(a) 
(H. ) of the Revenue Act of 1918. 
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Sec~on 214 (a) 11, article Ml: Charitable contribu- 
tions. 

(B. iso Section 231, article 517. ) 

23-19-M6. 
S. 1176. 

ixcoacz T~: SzerroN 1201 (2), Rzvzs~ Per ov 191i, azn Sorrow 214 (~) 
(11), BzvzNvz her oF 1918. 

Contributions or gifts for the support of an association organized 
and operated exclusively for the purpose of giving musical concerts, the 
programs being of an educational character, and no part of the net 
earnings, under its charter, inuring to the benefit. of any private stock- 
holder or individual, are deductible, within the limits prescribed by the 
statute, in ascertaining the net income of the donor. 

Solicitor's Memorandum 303 is overruled. 

The question is presented whether under the act of September 8, 
1916, as amended by the act of October 3, 1917, contributions made 
to the M Association are deductible in ascertaining the net income 
of the donor. 

Section 1201 (2) of the act of October 3, 1917, amends section 5 
of the act of September 8, 1916, providing for deductions in com- 

uting the net income of an indi~. idual, by adding at the end of sub- 
ivision (a) the following: 
Ninth. Contributions or ~ts actually made within the year to corporations 

or associations organized and operated exclusively for religious, charitable, 
scientific, or educational purposes, * ~ ~ no part of the net income oi 
which inures to the benefit of any private stockholder or in(Uvtdual, to 
amount not in excess of 15 per cent of the taxpayer's taxable net income as 
computed without the beneiit of this para raph 

In his income-tax return for the year 1917, A. claimed a deduc- 
tion of the amount donated by him during said year to the M As- 
sociation. This deduction was disallowed and A was so notified. 

The M Association is incorporate under an act which includes 
corporations formed for thegromotion of "music, painting or other 
fine arts, " and is entitled Corporations not for profit. " The 
object of the corporation is to "encourage the performance of first- 
class orchestral music and it is actually engaged in giving concerts 
to which an admission is charged (but in all cases less than is 
charged for other entertainments of a like quality). and also free 
concerts. The programs rendered are made up of classical music 
and are of a character intended to educate the musical taste of the 
auditors. The association also afFords to musicians who compose 
the orchestra musical training of a character not ofFered m schools 
or colleges of music The annual expenses of the association have 
always exceeded its receipts and the deficit has been made up by thc 
contributions of public-spirited men who receive no financial re- 
turns for their contributions. If they attend the paid concerts, 
they pay . he same admission fee as others. " 

That no part of the income of the M Association inures to the 
benefit of any private stockholder or individual is not questioned. 
The only question is whether this association is "organized and 
operated exclusively for educational purposes" within the mean- 

ing of the act. 
In In re Moses' Estate (123 Y, . Y. , Supp. 443, 446) t e court 

deciding that the Young 'lIen's Christian Association of groog/yn 
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and young Women' s. Christian Association of. Brooklyn were ex- 
empt from the transfer tax under the provisions of the statute that 
"any property devised or bequeathed * * * to any religious, 
educational, charitable * ~ ~ or infirmary corporation, 
shall be exempted from and not subject to the provisions of this act, " 
said: 

"Educational" is not used in its meaning of instruction by school, coile„-c, 
or university, which is a narrower or more limited meaning of the word (Cen- 
tury Dictionary) but in its broader signification as the act ot' &leyelopiug ant 
cultivating the various physical, intellectual, and moral faculties toward Ibe 
improvement of the body, mind, and the heart. 

In Solicitor's Memorandum 578, in passing upon the question of 
the liability of the tax on admissions imposed by section 700 of the 
act of October 8, 1917, of an association formed to promote ac- 
quaintance with the Spanish language, in view of the provisions of 
said section exempting from tax "admissions all the proceeds of 
which inure exclusively to the benefit of religious, educational, or of 
charitable institutions or associations, " it was said: 

Nor is it necessary that the instruction be obtained in any particular way. 
It may be obtained in the form of lectures (Law Opinion 548), and the 
exemption is not confiIned to "educational institutions, " such as schools and 
colleges. (Law Opinion 549. ) Nor does it seem to be a valid objection that 
the "education" is obtained through intercouse between people Ivho meet iu 
a social way. Education, that is, need not necessarily be conveyed from a 
paid instructor to a pupil. (Solicitor's Memorandum No. 200. ) 

Music is recognized as one of the liberal arts and sciences and the 
importance of education in this subject is receiving. constantly 
increasing recognition. Instruction in music is now part of the 
regular curriculum in every public school and it has come to be 
generally recognized that not only education in the actual produc- 
tion of. music, but also education. of the taste for music of the better 
class, form a part of a liberal education. That the instruction in 
music given by a musical association is conveyed in such a manner 
as to be pleasurable does not negative the fact that such instruction 
is educational. 

It is held, therefore, that the M Association is an association 
organized exclusively for educational purposes within the niean- 
ing of section 1201 (2), Revenue Act of 1917, and section 214 (a) (11) 
Revenue Act of 1918, and contributions or gifts for its support, are 
deductible, within the limits prescribed by the statute, in ascertain- 
ing the net income of the donor. 

Section 214 (a) 11, Article 251: Charitable contribu- 27 — 19-602. 
tioiis. S. 1202. 

DEDUCTIBILITv oF CQNTRIBUTIoNs To A. PoLIcE PENsioN FUND. 

Contributions made to a fund established for the pensioning of n. em- 
bers of a municipal police force, where such fund is in control of a 
committee constituted by law, are contributions to charity within the 
meaning of section 214(a), paragraph 11, of the Revenue Act of 1918, 
and are deductible in computing the net income of the persons making 
such contributions. 

Opinion is requested as to whether contributions to the police pen- 
sion fund of Y City are deductible under the Revenue Act of 1918. 
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. ~~rtainlng net income. Section 214(a), of the act of 1918. con- 
tains the following provision: 

That in computing net income there shall be allowed as deductions: 
(11) Contributions or gifts made within the taxable year to corporations 
organized and operated exclusively for religious, charitable, scientific, or edu- 
cational purposes, or i' or the prevention of cruelty to children or animals, no 
part of the net earnings of which inures to the benefit of anr private stock- 
holder or individual, ~ ' + to an atnount not in excess of 15 per centum 
nf the taxpayer's net income as confuted without the benefit of this para- 
graph. 

The police pension fund of Y Citv, as it nov- exist. =, is established 
by an act of a State legislature. The act provides for the retiretnent 
and pensioning of members of the police force of Y City under cer- 
tain conditions. The cases enumerated are (1) where a member of 
the force shall have become disabled or incapacitated while in the 
active performance of oKcial duty; (2) ~here a november of the 
force shall have served 15 to 25 vears and become permanently in- 
capacitated; (8) in certain instances where there has been a period 
of service of at least 25 consecutive years. The act establishing the 
fund provides that it shall be in the custody of the treasurer of Y 
City, and that it, shall be disbursed upon a written order of a board 
of trustees composed of certain designated city ofiicials and five 
members of the police force. The question to . be determined is 
whether a contribution to such a fund is a contribution made to a 
corporation organized and operated exclusively for a charit'able pur- 
pose. The Revenue Act of 1918 provides (sec. 1) that the term cor- 
poration shall include associations. The board of trustees in the 
case under consideration is undoubtedly an association within the 
meaning of the act. It exists by direct authority of the State legis- 
lature and the law specifies who its members shall be. Therefole, 
if the purposes for which the pension fund was created may be 
considered to be charitable. contributions made to such fund are 
deductible. 

Awhile policemen are justified in relying on these pensions, they 
& an not be said to be additional wages. because they are not paid by 
the emplover. but by a fund which is distinct from the Y City. 
This distinction is borne out by the fact that the rules and by-laws 
of the act establishing the police pension fund provide that the board 
of trustees of that fund shall include five menabers of the police force 
of Y Citv, the said five members to be selected annually by vote of 
the members of the police force of Y City in active service. It is 
also to be noted that under the law the Y City would not be liable 
for the payment of pensions in the event the police pension fund did 
not contain sufBcient funds to pay such persons. 'J. 'he act just re- 
ferred to provides for the various sources from vhich the fund is 
to he built up; and, ~bile contributions by the police force are not 
made compulsory. it is evident from the detailed ~ording of that sec- 

tion that. members of the police force are expected to make volun- 

tary monthly contributions to the trustees. in accordance with rank, 
the amount of such voluntarv contributions being stated in a defi 

nite scale. The fact that the Y Citv is strongly represented on the 

board of trustees and the fact that it is required to appropriate 

annuallv not less than a dollars to the fund are not. in view of the 

fol. cooing considerations, sufhcient to establish an identity between 
g 
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the cjty and the fund. Indeed, the sum of x dollars is so small in 
comparison with the needs of such an organization that the naming 
of this amount tends to indicate that the principal financia burden 
is not expected to be borne:by the city. 

In Solicitor's Memorandum No. f88 the question was under con- 
sideration as to whether the trustees of a teachers' retirement fund 
was an association organized for charitable purposes within the mean- 
ing of section 11 (a), sixth, of the Income Tax Law of September 8, 
1916, exempting such an association from the tax. It was held that 
such a body was within the meaning of the act. 

It is therefore held that contributions made to a fund for the pen- 
sioning of members of a municipal police force, where such fund is 
in control of a committee constituted by law, are properly deductible 
under section 214 (a), paragraph 11, of the Revenue Act of 1918. 

Section 214 (a) ll, Article 251: Charitable contribu- 26 — 19-590. 
tions. A. . R. M. 2. 

The Committee is of the opinion that the distinction of pew rents, 
assessments, church dues, and the like from basket collections is hardly 
warranted by the act. The act reads "contributions" and "gifts. ' 
It is felt that all of these come within the two terms. 

In substance it is believed that these are simply methods of con- 
tributing, although in form they may vary. Is a basket collection 
given involuntarily to be distinguished from an envelope system, . the 
latter being regarded as "dues "3 From a technical angle, the pew 
rents may be differentiated, but in practice the . so-called "personal 
accommodation" they may afford is conjectural. It is believed that 
the res, l intent is to contribute and not to hire a seat or a pew for 
personal accommodation. In fact, basket contributors sometimes 
receive the same accommodation informally. On these grounds, the 
Committee is of the opinion that ordinarily and customarily pew 
rents, as well as so-called assessments and so-called dues, are to be 
regarded as contributions. 

It is accordingly recommended that this interpretation be adopted. 

Section 214 (a) ll, Article 251: Charitable contribu- 1 — 19-56. 
tions. O. D. 89. 

Contributions by citizens of a city to a fund raised for the purpose 
of inducing an industrial plant to locate in their city are not de- 
ductible in calculating net mcome far income tax;purposes. 

Section 214 {a) 11, Article 251: Charitable contribu- 1-19 — 61. 
tions. O. D. 44. 

Contributions to the National Dry Federation are not deductible. 

Sectioe 214 $a) 11, Article 251: Charitable contribu- 2 — 19-152. 
tions. O. D. 104. 

Contributions made for the purpose of purchasing land and im- 
proving same for use as a public park or recreation ground, which 
is to be dedicated. as a memorial to soldiers and sailors who served 
in the late war, are not deductible for income tax purposes. 
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Rc5on 214 (a) 11, Article 251: Charitable contribu- 8 — 19 — 192. 
tions. O. D. 1'0. 

he value of property given bv an individual to a public hiW 
school for athletic purposes is not deductible in the income tax retuiw 
of such individual. 

Section 214 (a) ll, Article 251: Charitable contribu- S-19-82o. 
tions. O. D. li5. 
Proportionate share of contributions made by partnership to chari- 

table organizations may be claimed as deduction by individual mem- 
ber to amount not in excess of 15 per cent of taxpayer's net income 
computed without benefit of paragraph 11 of section 214 (a). 
Section 214 (a) 11, Article 251: Charitable contribu- 11-19 — 879. 

tions. 0. D. 217. 
Contributions to a family cemetery corporation organized under 

the laws of the State of Yew York are not allowable deductions. 

Section 214 {a) 11, Article 251: Charitable contribu- 24 — 19 — 566. 
tions. O. D. 299. 
Premiums paid on a life msumnce policy are allowable deductions 

*om gross income when the beneflciary is a charitable corporation 
exempt from tax, provided the beneficiary named can not be changed 
at the option of the insured and the sum of the annual premium plus 
other allowable charitable contributions does not exceed 15 per ceiit 
of the taxpayer's net income. 

Section 214 (a) ll, Article 251: Charitable contribu- 80-19 — ~i-ll. 
tions. O. D. 84. ~. 

Vn association incorporated under the laws of Porto Rico for the 
purpose of soliciting and of tainmg donations to be used in recon- 
struction work and for charitable purpo=ca in portions of Poi to fico 
devastated by earthquake and tidal wave is held to be an association 
organized and operated exclusivelv for charitable purposes. 

Contributions to such an association bv individuals are deductible 
in income tax returns which are subject to jurisdiction of the Bui eau 
of Internal Revenue to the extent provided in section 21-i (a) 11, 
Revenue Act of 191'. Contributions by corporations to such an 
association are not deductible. 

Income tax returns filed in Porto Rico are beyond the jurisdiction 
of the Bureau of Internal Revenue. 

Section 214 (a) 11, Article 251: Charitable contribu- 
tions. 

(See 8 — 19 — 181; sec. 218 (b), art. 77. ) Owner of nontax-free 
I. iberty bonds, making a gift of the coupons attached, to an institu- 
tion under section 214(a), 11. 

Section 214 (a) 11, Article 251: Charitable contribu- 
tlolls. 

(See 2Q — 19 — 511 j sec. 219. art. 841. ) Deductibility bv an estate or 
trust of income set aside for a charitable corporation not ret in opera- 
tion. 
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on2I 4(a)1 2DEOIICTIONS ALLOWED i LOSS IN INVEN I O 

Sect;on 214 (a) 12, Article 261: Loss in inventory and 8 — 1'9 — 198. 
from rebates. T. B. R. 10. 

In the case of a taxpayer making a return for a iiscal year beginning 
in 1917 and ending in 1918, sections 214(a) 12 and 284(a) 14 relating 
to loss in inventory apply to the computation of the tax under the 
Revenue Act of 1916 and the Revenue Act of 1917 at the 1917 rates as 
well as to the computation under the Act of 1918 at the 1918 rates. 

Application of the provisions relating to inventory losses, to cases 

in which the return is made for a fiscal year beginning in 1917 and 

ending in 1918: 
In section 205 (a) of the Revenue Act of 1918 a method is providecl 

for the computation of the income tax in the case of a fiscal year be- 

ginning in 1917 and ending in 1918: 
Src. 2Oo(a). That if a taxpayer makes return for a fiscal year beginning in 

1M7 and ending in 1918, his tax under this title for the first taxable year sliall 

be the sum of: (1) The same proportion of a tax for the entire period computed 

under Title I of the Revenue Act of 1916 as amended by the Revenue Act of 
1917 and under Title I of the Revenue Act of 1917, which the portion of such 

period falling within the calendar year 1917 is of the entire period, and (2) the 

same proportion of a tax for the entire period computed under this title at the 

rates for the calendar year 1918 ivhich the portion of such period falling within 

the calendar year 1M8 is of the entire period: Provided, That in the case of a 
personal-service corporation the amount to be paid shall be only that specified 

in clause (1). 
In section 335(a) of the same Act, a substantially similar provision 

is made for the computation of the profits tax in the case of a cor- 

poration. 
The Revenue Act of 1918 effected not only a substantial increase 

in the rates of both taxes, but also made a number of important 
changes in the rules for the computation of net income. Among the 
most important of these changes are the provisions of section 204(b) 
allowing an adjustment on account of net losses and those of sections 
214 and 284 permitting increased deductions for interest paid (in 
the case of corporations) and for amortization, and the provision 
of the same sections relative to inventory losses. 

It is important to note at this point that these four provisions are 
stated in three difi'erent forms, only two of them being in exactly the 
same form. The provision as to net losses is not included as a de- 

duction in computmg net income. but is found in a separate section. 
After definition of net losses in section 204(c) the section continues 
as follows: 

(b) If for any taxable year beginning after October 81, 1918, and ending 
prior to January 1, 1920. it appears upon the production of evidence satisfac- 
tory to the Commissioner that any taxpayer has sustaised a net loss, the 
;!niount of such net loss shall under regulations prescribed by the Conimis- 
sioner with the approval of the Secretary be deducted from the net incoine of 
the taxpayer for the preceding taxable year; and the taxes imposed bv this 
title and by Title III for such preceding taxable year shall be redeterndned 
accordin . ly. Any amount found to be due to the taxpayer upon the bas s of 
such redetermination shall be credited or refunded to the taxpayer in accord- 
ance with the provisiou of section 252. If such net loss is in excess of the 
net income for such preceding taxable year, the amount of such excess shall 
under regulations prescribed by the Commissioner v ith the approval of the 
Secretary be allowed as a deduction in computing the net income for the 
succeeding taxable year. 
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It ias . t has already been ruled in article 1623: 

of section 2 
X~& lo. . & s deductible from net income of the fiiscal year under the provisions 

tn the «alen 
n -04 of the statute shall be deducted in computing the tax attributable 

calendar rear IM7, as well a in computing the tax attributable to the 
cnlemlar year 1918. 

On the other hand, the provisions of section 234 (a) -' allow»g 
practically a full deduction for interest paid by a corporation iiiid 
of -. ection 214 (a) 0 and ?34 (a) 8 allowing a deduction for the 
amortization of war facilities are in the form of deductions in a 
section introduced by a provision "That in computing net income 
there shall be allowed as deductions. " It would seem that this pro- 
vi-ion, taken in connection with the provisions of sections 205 (a) 
and 3:35 (a) referred to above, can lead to only one conclusion, namely, 
that the tax for the whole year at the 1017 rates is computed on the 
income as determined under the Act of 1016& as amended, and with- 
out the full deduction for interest in the case of corporations or any 
deduction for amortization, and that the tax for the whole year at 
the 1018 rates is computed on the income as determined under the 
. &&, ct of 1018 with a full deduction for interest and amortization. 
IVhile such a ruling may not have been expressed at length in Regu- 
lations 45 it ivas contemplated as the only possible conclusion, as 
is evidenced by the following provision of article 185: 

The taxpayers reporting on the fiscal vear ba. is (a) in all computations bised 
upnn 1918 rates shall use the;&mount of su«h alloivai «e apportioned to the 
calendar year 1918; (b) in any computation based upoii 1019 raies for a year 
beginning in 1918 and ending in 1910 shall use the aniount of such alloiv;ince 
apportioned to the calendar year 1910; and (c) i:i any computation for a fi-cal 
v«;ir beginning in 1910 shall use as many twelfths of the allowance apportinncd 
tu the calendar year 1910 as there are months of such fiscal year fallin in the 
calendar year 1919. 

This special provision as to fiscal-year returns is based on and 
is consistent only with the conclusion just referred to. 

Tlie efFect of the provision as to inventory losses is. however& not 
so clear. The provision of section 214 (a) 12 relating to individuals 
is as follows: 

SEc. 214 (a). That in computin" net income there shall be alloived as deduc- 
tions: 

(12) (a). At the time of filing return for the taxable year 1018 a taxpayer 
may file a claim in abatement based on the fact that he has sustained a sub- 
stantial loss (whether or not actually realized by sale or other disposition) 
resulting from any material reduction (not due to temporary fluctuationl of 
the value of the inventorr for sucli taxable year, or from the actual payment 
after the close nf such taxable year of rebates in pursuance of contracts entered 
into during such year upnn sales made durin" such year. In such case payment 
of the amount of the tax covered by such claim shall not be required until the 
claim is decided, but the taxpayer shall a«co&up;iny his claim ivith a bond in 
double the amount of the tax covered liy the claim, with sureties satisfactorr 
to the Commissioner, conditiored for the pavment of any part of such tax found 

to be due, with interest. If any part nf such claim is disnlloived then the re- 
mainder of the tax due slmll on notice and deniand by t~ col!ector be paid by 
the taxi&uyer ivith interest at the rate of 1 per centum pe, youth from the time 
the tax would have been due had no such claini been file, u If it is shoivn to 

the satisfactinn of the Commissioner tliat such substantial loss has been sus- 

tained. then iu computing the tax inipnsed by this title the amount of such loss 

shall be deducted from the net income. (b) If no such claini is filed, but it is 
shown fn the s;itisfaction nf the Cnmuiissinner that during the taxable vear 

Ii)10 the t;ixpayer has sustained a sub;tantial l&&ss of the character above de- 

s«i ibed then the amount of such loss siiall bc deducted froin the net income for 



154 INCOME TAx RULINGS. 

the taxable year 1918 and the tax imposed by this title for such year shall be redetermined accordingly. Any amount found to be due to the taxpayer upon the basis of such redetermination shall be credited or refunded to the taxpayer in accordance with the provisions of section 252. 

An identical provision is found in section 284 (a) 14. While this 
provision is found as one of the deductions in the Act of 1918 it is 
neither in form nor in substance a deduction. Furthermore, by its 
express terms it relates to a "Return for the taxable year 1918" and 
such a return includes a computation at the 1917 rates on iihe income 
computed under the Act of 1916 as amended as well as a computation 
at the 1918 rates on the income computed under the Act of 1918. It 
follows that its efi'ect is substantially the same as that of the provision 
as to net losses under section 204 (b) rather than that of the provisions 
as to interest paid or amortization, which apply only to the computa- 
tion under the Act of 1918. 

It is recommended, therefore, that it be held that in a case of a cor- 
poration reporting for a fiscal ~year beginning in 1917 and ending in 
1918, sections 214 (a) 12 and 284 (a) 14 relatmg to loss in inventory 
apply to the computation of the tax under the Revenue Act of 1916 
and the Revenue Act of 1917 at the 1917 rates as well as to the com- 
putation under the Act of 1918 at the 1918 rates. 

Section 214 (a) 18, Article Ml: Losses in inventory 5 — 19 — 251. 
and from rebates. T. 3. R. 15. 

(Also Section 234, Article 561. ) 
Goods ordered in 1918 and delivered in 1919, where title has not 

passed until subsequent to the close of the taxable year 1918, can not 
be included in the 1918 inventory, and any loss realized upon such 
transactions are losses of the taxable year 1919. 

The question has been raised as to what, if any, relief can be given 
under provisions of section 214 (a) (12) and section 284 (a) (14). 
in the case of taxpayers who in 1918 ordered goods which were not 
delivered to them until 1919, by which time a substantial fall in the 
market had occurred. In the cases to which attention is called the 
goods were merely ordered, and although the order appears to have 
formed a binding obligation upon the purchaser, the goods were not 
delivered nor had title passed to the purchaser on or before the close 
of the taxable year 1918. Under these circumstances it is clear that 
such goods can not be taken in the inventory of the purchaser. In 
so far as such goods were in existence at all they were taken in the 
inventory of the manufacturer or other predecessor owner of. th» 
goods or the materials composing them. The provisions of sections 
214 and 284 above referred to relate specifically to losses upon in- 
ventories, and as the losses occurring in the cases now under consid- 
eration are not losses upon inventories, no relief can, therefore, be 
secured under these provisions. 

Section 214 (a)', $g& Article 261: Losses in inventory 8-19-828. 
and from reb~ 0. D. 186. 
Claims for losses in inventories of the taxable year 1918 are to 

embrace all items of the taxpayer's inventories so that gains made in 
any sales of certain items, or classes of goods, will be used to ofF- 
set losses in others, and the net result as to the entire inventory 
determined. If the final computation shows a net gain over ail 
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. ~tory items sold, no claim for loss in any particular item oi items 
will be sustained. 

Sect'on 214 (a) 12, Article 261: Loss in inventory and. 17 — ]9 — 471 
from rebates. 0. D. 268. 

(hlao Section 234, article 561. ) 
rinkage in inventory values sustained during 1919 by a partner 

ship business which prior to November 4, 1918, was operated as a 
corporation ma7 not be taken as a deduction from the net income 
of the corporation for the taxable year 1918. The change from cor- 
poration to partnership precludes the individual taxpayer from 
charging any net losses against the former corporation taxpayer as 

such, even thou@ the individual partners were stockholders of the 
former corporation. 

Section 214 (a) 12, Jhticle 262; Loss from rebates. 28-19-614. 
A. R. M. 4. 

Recommended that rebates actually paid, other than under contract, 
should not be allowed under section 214(a)12 of the Revenue Act 
of 1918. 

Advice is requested as to whether the claim of the M Company 
for abatement of x dollars of its 1918 income and profits tax should 
be allowed, the claim being based on certain rebates made to a 
customer in 1918, not paid under contract or any agreement entered 
into at the time goods were sold, but presumably allowed and paid 
voluntarily after the close of 1918 for the purpose of retaining the 
good will of the customer. 

The Committee is of the opinion that there is no ~arrant of law 
for such allowance. The deduction allo~ed by section 214 (a) 12 ot 
the Revenue Act of 1918 is in terms limited to "actual payment after 
the close of such taxable year of rebates in pursuance of contracts 
entered into during such year upon sales made during such vear. " 
It might be argued that such payments are in reality a reduction of 
the sales price and that adjustment should be made accordingly. but 
if this theory were tenable then there would be no occasion for the 
inclusion in the law of the speciflc authority for the allowance of 
rebates paid under contract. 

The Committee is therefore of the opinion that no other construc- 
tion of the law is possible but that the payment must have been made 
in pursuance of a contract entered into during the taxable year. 

Section 214 (a) 12, Article 263: Loss in inventory. 12 — 19-402. 
(Also Article 26V. ) T. B. AI. 52. 

The memorandum submitted relative to the X Company, regarding 
inventory losses, involves two questions: 

ia) Whether a taxpayer may submit proof to show that on certain portions 
of his inventory a loss has been sustained without showing whether prodts have 

been made on other portions of the inventory, and 
(ii) What is the meaning of the term "temporary Quctuations "F 

With regard. to (a), Regulations 45, article 267, provides. inter 

alia, that ' Not later than thirty days. after the close of the taxa'~le 

ve;ir 1919 a taxpayer who has filed either a claim in abatement o" a 

claim for refund, or both. shall submit to the Commissioner a descrip- 



156 INCOME TAX RULINGS. 

tive statement showing the quantity and kinds of all goods included 
the ] 9] 8 inventory whicJI have been (a) sold at a loss in the ta»b~e 

year 1 9 1 9 ( $ ) sold at a, Profit during the taxable year 1 9 1 9, or (c) 
not sold or otherwise disposed of during the taxable year 1919& 

The Regulations thus clearly require a statement showing 
the disposition of all of the inventory, and the regulations conform 
to the statute which speaks of the inventory. An inventory is a well- 
understood concept, and where the term is used without qualification 
it means the inventory as a whole, and not merely some part of the 
goods included in the inventory. The Advisory Tax Board is, there- 
fore, of the opinion that an inventory loss can not be proved by a 
submission of evidence showing that a loss has been sustained in 
respect of a part of the inventory, without showing at least that the 
amount of the loss for which claim has been filed has not been o8set 
by profits made on the remainder of the inventory. 

The term "temporary fluctuation" as used in the statute is deter- 
mined by its context. The statute is dealing with the taxable year 
1918 and the taxable year 1919. Pluctuation in prices occurring 
within one of these years, and which does not develop into a steady 
settled market, must be considered temporary within the meaning 
of the act. 

Section 214 (a) 12, Article 263: Loss in inventory 1-19-64. 
O. D. 47. 

In fixing the cost of the manufactured articles inventoried, all of 
the costs of manufacture applicable to the particular article may 
be taken into consideration, but no claim will be allowed for specu- 
lative or anticipated profits. No claim should be made for the loss 
of an anticipated profit on labor, or material used in producing the 
articles. 

Section 214 (a) 12, Article 266; Claims. 3-19-194. 
T. B. R. 9. 

Basis for claim in abatement for loss in inventory. 

The Income Tax Unit has requested a ruling on the following 
question: "Is a taxpayer, in filing a claim for abatement due to 
shrinkage in inventory, to be allowed to compute his claim as at 
March 15, 1919, or June 15, 1919 & " 

The Advisory Tax Board recommends that a taxpayer filing a 
claim for abatement for loss in inventory should be required to base 
his claim in good faith upon all the information available to him at 
the time of filing his return for the taxable year 1918. The principal 
reasons upon which this recommendation rests are as follows: 

(1) The letter of the statute permits a taxpayer to file a claim in 
abatement "at the time of filing return for the taxable year 1918. " 
This language, it is believed, must be interpreted literally. %Then 
section 214-(a. ) (12) was adopted it was well understood that exten- 
sions of the time for filing returns were practically inevitable. Had 
Congress intended to fiix a particular day, it would have been easy 
to do so, or had it been intended to make the claim in abatement 
rest on conditions existing on March 15, 1919, it would have beei] 
easy and natural to einploy some such language as the following: 
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the 15th dav of the third month following the close of tile fiscal 
nd i'g in 1916, or, if the return is made on the basis of the 

calendar year, then on the 15th day 'of March, 1919, a taxpayer may 
file a claim in abatement, etc. " 

(2) The fact that section 214(a) (12) does not fix with more Pre- 
cision the date as of which the inventorv lo~s is to be determined 
when the claim in abatement is used, is important. It signifies that 
the claim in abatement is essentially a tentative measure of relief de- 
signed to permit the taxpayer to utilize in advance an approximate 
estimate of the loss in inventory, to the end that the Government 
should not collect an excessive amount of tax or the taxpayer be 
deprived of the use of money belon~g rightfully to him and not to 
the Government during the protracted period often required to con- 
summate a claim for refund. The claim in abatement being essen- 
tially a preliminary estimate it is obviously desirable that it should 
cover as long a period as possible, in order that the actual sales data 
may be as complete as practicable, and that the longest possible 
period of time shall be given to ascertain whether the 1919 prices 
used in the inventory reappraisal of goods unsold shall not be af- 
fected by those temporary fiuctuations which the statute is careful 
to exclude. 

(3) It is accordingly recommended that the claim in abatement 
be computed or based on conditions existing as of the latest possible 
date authorized by law for fihng returns for the taxable year 1918. 

Section 214 (a) 12, Article 266: Claims 6 — 19 — 275. 
O. D. 164. 

In case a taxpayer filed claim for abatement based on fact that he 
has sustained substantial loss from reduction in value of inventory; 
bond having been furnished, payment of second installment of tax 
should be based upon the tax computed on an amount of net income 
remaining after deducting therefrom amount represented by the 
claim. Abatement claims may be supplemented by supporting data 
relative to inventory pending consideration of claim. 

Section 214 (a) 12, Article 268: Eff'ect of claim in 21 — 19 — 525. 
abatement. T. D. 2925. 

(Also Section 1320. ) 
Bonds under sections 214 (a) (1 ), 284 (a) (14), and 1820 of the 

Revenue Act of 1918. 

Sections 214 (a) (12) and 234 (a) (14) of the Revenue Act of 1918 
provide in part as follows: 

At the time of filing return for the taxable year 1918, a taxpayer may tile a 
claim in abatement based on the fact that he hss sustained a substantial loss 
(vrhether or not actually realized by sale or other disposition) resulting from 
any material reduction (not due to temporary fluctuation) of the value of 
the inventory for such taxable year, or from the actual payment after the close 
of such taxable year of rebates in pursuance of. contracts entered into during 
such year upon sales made during such year. In such case payment of 
amount of the tax covered by such claim shall not be required until the claim is 
decided, but the taxpayer shall accompany his claim with a bond in double the 
amount of the tax covered by the claim, with sureties satisfactorv to the Com- 

missioner, conditioned for the payment of any part of such tax found to be due, 
with interest. 

103022 0 — 22 — 11 
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Section ln0 of the same act provides, in part: 
That wherever by the laws of the United States or regulations made pur- 

suant thereto any person is required to furnish any recognizance, stipulation, 
bond, guaranty, or undertaking, hereinafter called "penal bond, " with surety 
or sureties, such person may, in lieu of such surety or sureties, deposit as 
security with the official having authority to approve such penal bond, United 
States Liberty bonds, or other bonds of the United States in a sum equal 
at their par value to the amount of such penal bond required to be furnished, 
together with an agreement authorizing such official to collect or sell such 
bonds so deposited in case of any default in the performance of any of the 
conditions or stipulations of such penal bond. The acceptance of such United 
States bonds in lieu of surety or sureties required by law shall have the 
same force and effect as individual or corporate sureties, or certified checks, 
bank drafts, post-office money orders, or cash, for the penalty or amount of 
such penal bond. The bonds deposited hereunder and such other United States. 
bonds as may be substituted therefor from time to time as such security may 
be deposited with the Treasurer, ~ ' * of the United States, 
which shall issue receipt therefor, describing such bonds so deposited. As 
soon as security for the performance of such penal bond is no longer neces- 
sary such bonds so deposited shall be returned to the depositor. 

A. rticle 268 of Regulations 45, provides in part as follows, relative 
to claims for losses in inventory and from rebates: 

In the case of a claim in abatement filed with a return, payment of the 
amount of the tax covered thereby shall not be required until the claim is 
decided, provided the taxpayer files therewith a bond on Form 1124 in double 
the amount of the tax covered by the claim, conditioned for the payment of 
any part of such tax found to be due with interest at the rate of 12 per cent 
per annum. The bond shall be executed by a surety company holding a 
certificate of authority from the Secretary of the Treasury as an acceptable 
surety on I&ederal bonds and shall be subject to the approval of the Com- 
missioner. 

The boncl executed on Form 1124, pursuant to article 968 of Regu- 
lations 45, together with the abatement claim, should be for- 
warded by the collector to the Commissioner of Internal Revenue. 
When it is received by the commissioner it will be detached from 
the abatement claim and forwarded to the surety bond section of the 
Treasury Department for certification as to the sufFiciency of the 
sureties. The surety bond section will, after certification, return 
the bond to the Commissioner for his approval. When he has ap- 
proved the bond he will cause it to be attached to the abatement claim. 

In case the claimant, in accordance with the provisions contained 
in section 1820 of the Revenue Act of 1918. elects to o6er, in lieu of 
the surety or sureties provided for on Form 1124, United States 
Liberty bonds or other bonds of the United States as security, he 
should execute in duplicate a bond and agreement on Form 1124a. 
prescribed below. The original should accompany the United States 
bonds oQ'ered as security; the duplicate should. be forwarded by the 
collector with the abatement claim to the Commissioner. If such 
bond and agreement is executed by a corporation, a duly certified 
copy of the resolution of «he board of directors authorizing the 
execution should be attached. The United. States Liberty bonds or 
ether bonds of the United States ofFered as security shall at their par 
value be not less than the amount of the penal sum of the bond 
executed on Form 1124a, which shall be in double the amount of the 
tax covered by the abatement claim. The bonds so ofFered as security 
xuust be delivered to the Commissioner of Internal Revenue at the 
obligor's risk and expense. Coupon bonds can not safely be for- 
warded by registered mail unless insured by the obligor against risk 
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of loss in transit. Registered bonds so ofFered as security must be 
repstered in the name of the obligor and duly assigned to the Com- 
missioner of Internal Revenue at or before the date of deposit with 
the Commissioner and need not be insured when forwarded by regis- 
tered mail unless the obligor so elects. In connection with eiFecting 
insurance of bonds shipped reference is made to article 187 (a) of 
Re lations No. 2, revised. p he Commissioner of Internal Revenue will issue a receipt in du- 
plicate for United States bonds so deposited with him as security, 
the original of the receipt to be given to the obligor and the dupli- 
cate to be retained by the Commissioner for his files. Upon receipt 
by the Commissioner of the United States bonds so o8ered as security 
and upon satisfying himself as to their ownership and as to the suff- 
icienc of the agreement for him to collect or sell, and in case of regis- 
tered bonds as to the regularity of the assignments, he will approve 
the bond executed on Form 1124a, and deposit the United States 
bonds ofFered as security with the Treasurer of the United States, 
as provided in paragraph 7 of Department Circular No. 154 (1919), 
dated t'une 30, 1919, and the Treasurer of the United States will, as 
provided in said circular. give receipt therefor in duplicate describ- 
inp the bonds so deposited, the original to be delivered to the Com- 
rnissioner of Internal Revenue and the duplicate to be retained by 
the Treasurer for his files. 

Bonds of the United States shall be returned to the obligor as soon 
as the security for the performance of such penal bond is no longer 
necessary. Registered bonds shall be reassigned to the owner when 
the liability is canceled. 

Section 214 (a) 12, Article 268: EfFect of claim in 11-19-380. 
abatement. 0. D. 218. 

(Also Section 218, Article 321. ) 
%~here a partnership desires to avail itself of tlie provisions of 

section 214(a) 12 and section 234 (a) 14 of the Revenue Act of 1918, it 
is necessary for each member of the partnership to file a separate 
claim in abatement with respect to the tax assessed against his 

ro rata share of the profits of the firm. Each partnei will also 
e required to furnish a separate bond in the requisite amount as 

required by article 268 of the Regulations. 

Section 215. — ITEMS NOT DEDUCTIBLE. 

Section 215, Article 291: Personal and family expenses. 20 — 19 — 507. 
0. D. 275. 

Sums paid to a wife under terms of a marriage agreement are con- 
sidered payments in discharge of a personal obligation of the husband 
and are not deductible in computmg his uet income subject to tax. 

Section 215, Article 292: Traveling expenses. 

(See 8-19 — 317; sec. 214(a) 1, art. 101. ) Cost of transportation of 
salaried employee going to and from business. 
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Section 215, Article 294: Premiums on business insur- 18 — 19-422. 
ance. 0. D. 248. 

Premiums paid by a partnership for accident ancl health insurance 

policies covering the lives of the individual partners are not decluct- 

ible from gross income of the partnership. 

Section 216. — CREDITS ALLOWED. 

Section 216, Article 801: Credits against net income. 5-19-252. 
(Also Section 284, Article 561. ) T. B. M. 21. 

Taxability of dividends received from foreign corporations deriving 
income from sources within the United States. 

Any amount however large received as dividends from a cor- 

oration taxable upon income derived from sources within the 
united States, however small such income may be, is exempt from 

the normal tax under section 216 (a) or, in case the recipient is a 
corporation, under section 284(a) (6). 

Section 216, Article 801: Credits against net income. 

(Sce 28-19 — 612; sec. 218(b), art. 84. ) Dividends from corpora- 
tions having income exempt uncler section 218(b) 7. 

Section 216, Article 802: Personal exemption of head of 
family. 

(See 8 — 19 — 184; sec. 218(b), art. 86. ) The personal exemption 
allowed a married man and the exemption for dependents are not 
includecl in the $8, 500 exemption for men in military service. 

Section 216, Article 804: Credit for dependents 4-19-220. 
0. D. 189. 

An American citizen may claim the credit for dependents ir- 

respective of the nationality or place of resiclence of the dependents. 

Section 216, Article 806: Credits to nonresident alien 1 — 19-66. 
individual. 0-785. 

Rule for taxing income of person who becomes a citizen during the 
taxable year. 

Where a nonresident alien taxpayer becomes a citizen or resiclent 
of the lJnited States during the taxable year he is taxable for the 
ent. ire year upon income clerived from all sources. 

Rection 216, Article 8¹ When nonresident alien indi- 20 — 19 — 508. 
vicinal entitled to personal exemption. T. D. 2922. 

Arnencling article 807, final edition of Reg'ulations 45, dealing rriih 
nonresident alien individual entitled to personal exemption and credit. 
for dependents. 

Section 215 Article 294: Premiums on business insur- 1 — 19-65. 
ance. 0. D. 48. 

Where an insurance policy is taken out by a wife on the life of her 
husband and she pays the premiums thereon and becomes the bene- 

ficiary in the event of the husband's death, the amount of such premi. 
ums may not be deducted. 



INCOME TAX RULINGS. 161 

The final edition of Regulations 45 is amended bv changing article 
307 to read as follows: 

A&rr. 807. )Vt&en non& eeident atien indivtduat entitled to f&er8cn«eze&ni&ticnt 
(a) The i'ollowing is an incomplete list of countries which either impose no 
income tax or in imposing an income tax allow both a personal exemption and 
a credit for dependents which satisfy the similar credit requirement of the 
statute: Argentina, Belgium, Bohemia, Bolivia, Bosnia, Brazil, Bukoivina, 
Canada, Carinthia, Carniola, China, Chile, Cuba, Dalmatia, Denmark, Ecuador, 
E&. ypt, France, Galicia, Goritz, Gradisca, Herzegovina, Istria, I. ower Austria, 
Mexico, Montenegro, hioravia, hiorocco, Newfoundland, Nicaragua, Norway, 
Panama, Paraguay, Persia, Peru, Portugal, Roumania, Russia (including 
Poles owing allegiance to Russia), Salzburg, Santo Domingo, Serb;a, Siam, 
Silesia, Styria, Spain, Trieste, Tyrol, Upper Austria, Union of South Africa, 
Venezuela. (b) The following is an incomplete list of countries vvhich in 
in&posing an income tax allow a personal exemption which satisfy the similar 
credit requirement of the statute, but clo not allow a credit for dependents; 
Bachka, Banat of Temesvar. , Croatia, Salvador, India, Italy, Slavonia, Slovakia, 
Transylvania. (c) The following is an incomplete list of countries which in im- 
posing an income tax do not alloiv to citizens of the United States not residing 
in such country either a personal exemption or a credit for dependents and, 
therefore, fail entirely to satisf'y the similar credit requirement of the statute: 
Australia, Costa Rica, Great Britain and Ireland, Japan, The Netherlands, New 
/ealand, Sweden. The former names of certain of these territories are here 
used for convenience, in spite of an actual or possible change in name or 
sovereignty. A nonresident alien individual who is a citizen or subject of any 
country in the first list is entitled for the purpose of the normal tax to such 
credit for a. personal exemption and for dependents as his family status may 
ivarrant. If he is a citizen or subject of any country in the second list he is 
entitled to a credit for personal exemption, but to none for rlependents, If he 
is a citizen or subject of anv country in the third list he is not entitled to 
credit for either a personal exemption or for dependents. If he is a citizen or 
subject of a country which is in none of the lists, then to secure credit for 
either a personal exemption or for dependents he must prove to the satis- 
faction of the Commissioner that his country does not impose an income tax 
or that in imposing an income tax it grants ihe similar credit required by the 
sta. tute. 

Section 216, Article 307: AVhen nonresident alien indi- 2-19-153. 
vidual entitled to personal exemption. S-969. 

9'here a country imposes an income tax but does not levy a iax on 
income derived from sources therein by citizens of the Uni(ed States, 
a citizen of such country uho is a nonresident of the United States is 
entitled to claim the credits provided for in paragraphs (c) and (d) 
of section 216 of the Revenue Act of 1918 in preparin a return of in- 
come derived from sources within the United States, 

The question has been asked as to whether a nonresident alien ig 
entitled to the credits provided for in paragraphs (c) and (d) of 
section 216 of the Revenue Act of 1918, in filing a return of income 
dr&ived from sources within the United States, if the country of 
uhich the nonresident alien is a citizen imposes an income tax. but 
such tax does not apply to citizens of tlie United States. 

Section 216, paragraphs (c), (d), and (e), of the Reve nue Act of 
1918, provides: 

(c) In the case of a single person, a personal exemption of $1, 000, or in the 
case of the head of' a family or a married person living with husband or wife, 
a personal exemption of $2, 000. A husband and wife living together shall 
receive but one personal exemption of $2, 000 against their aggregate net 
income; and in case they mal-e separate returns, the personal exemption of 
$'2, 000 mny be taken by either or divided between them. 
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(d) $200 for each person (other than husband or wife) dependent upon and 
receiving his chief support from the taxpayer, if such dependent person is under 
18 years of age or is incapable of self-support because mentally or physically 
defective. 

(e) In the case of a nonresMent alien individual who is a citizen or sub- 
ject of a country which imposes an income tax, the credits allowed in suo- 
divisions (c) and (d) shall be allowed only if such country allows a sindlar 
credit to citizens of the United States not residing in such country. 

If a country does not impose an income tax, the credits provided 
in paragraphs (c) and (d), supra, may be claimed by a citizen of 
such country in filing a return of his income from sources within the 
United States. (Art. 307, Regulations 45. ) 

If a foreign country does levy an income tax, but such tax does 
not apply to income of nonresident aliens from sources therein, citi- 
zens of such country would be entitled. to the credits allowed in these 
paragraphs in returning income from sources within the United 
States. The failure of a foreign country to tax nonresident aliens 
(which would include citizens of the United States) would have the 
same e8ect as to the nonresidents as though such foreign country did 
not impose an income tax. 

It is therefore held that where a country imposes an income tax. 
but does not levy a tax on income derived from sources therein by 
citizens of the United States, a citizen of such country who is a non- 
resident of the Uriited States is entitled to claim the credits provi. bd 
for in paragraphs (c) and (d) of section 216 of the Revenue Act of 
1918 in preparing a return of income derived from sources within the 
United States. 

Section 218, Article 307: When nonresident alien indi- 2 — 19-154. 
vidual entitled. to personal exemption. 0. D. 105. 

An alien leaving the United States prior to end of a taxable year, 
if entitled to any personal exemption, may claim the full amount of 
such exemption for the entire taxable year. 

Section 218, Article 307: When nonresident alien indi- 15-19-446. 
vidual entitled to personal exemption. 0. D. 253. 

In order that a nonresident alien may prove that his country 
satisfies the similar credit requirement of the income tax law, he 
should submit, to the Commissioner a copy of the income tax laws of 
his native country, or an oKcial communication from an accredited 
diplomatic representative of such country, showing that the country 
impeses no income tax, or in doing so grants similar credits required 

by statute. 

Section 218, Article 307: When nonresident alien indi- 20 — 19-510. 
vidual entitled to personal exemption. O. D. 277. 

Under roys;1 decree promulgated, by the Greek Government Jan- 
uary 21, 1919, no discrimination is made against American citizens, 
resident or nonresident, consequently subjects of that country who 

are nonresident aliens as to the ttiiit'ed States will be allowed the 
benefit of personal exemption and; credits for d:ependents in 

puting their income tax liabilities to the United States. 
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Section 216, Article 807: When nonresident alien indi- 24 — 19-567. 
vidual entitled to personal exemption. 0. D. 800. 

Since the royal decree of the Greek Government allowing s~~ar 
exemption to American citizens was not promulgated until January 
21, 1919) the benefit of personal exemption and credits is, therefore, 
only extended to subjects of Gr~, who are nonresident aliens as to 
the United States, for the taxable year 1919 and subsequent years. 

Section 216, Article 807: When nonresident alien 24-19-56&. 
individual entitled to personal exemption. 0. D. 801. 

Article 807 applies only to 1918 and subsequent vears and has no 
application to the income tax of nonresident aliens for the year 1917. 

Section 216, Article 807: When nonresident alien indi- 27 — 19 — 608. 
vidual entitled to personal exemption. 0. D. u~. 
Subjects of Luxemburg who are nonresident aliens as to the 

United States may claim the benefit of personal exemption and credit 
for dependents in computing income tax liabih'ty to the United 
States, since Luxemburg imposes an income tax but allows similar 
credits to nonresident, aliens. 

Section 216, Article 807: V, hen nonresident alien indi- 80-19-642. 
vidual entitled to personal exemption. 0. D. 846. 

The right of a nonresident alien as to the United States to personal 
exemption and credit for dependents is contingent primarily on his 
citizenship. For example, a native-born Russian, especially one 
who has been living in the United States for a number of years. 
would still be regarded by this country as a citizen of Russia. This 
is rebuttable, however. by evidence of citizenship in Poland; and if 
an individual has in fact become a citizen of the new State, inasmuch 
as Poland is not included in the countries enumerated in Treasury 
Decision 2922, it will be necessary for him to comply with the require- 
ments of the last sentence of that decision, m order to secure the 
benefit of the exemptions provided. 

Section 216, Article 807: When nonresident alien indi- 81 — 19 — 648. 
vidual entitled to personal exemption. 0. D. 850. 

Switzerland imposed no income tax for the years 1918 and 1919. 
Citizens of Switzerland who are nonresident aliens as to the United 
States will be permitted to claim the personal exemption and credit 
for dependents provided in section 216, Revenue Act of 1918, in 
coruputing their income tax liability to the United States for those 
years. 

Section 217. — NONRESIDENT ALIENS — AI LOWANCE OF DEDUCTIONS 
AND CREDITS. 

Section 217, Article 812: Who is a nonresident alien 8-19 — 175. 
individual. 0. D. 117. 
A nonresident alien who has served in the United States Army 

for a period of one year is considered a resident of the United 
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States for income-tax purposes and is entitled to the same credits 
as to exemption as a citizen of the United States. 

Section 217, Article 812: who is a nonresident alien 9-19 — 84'2. 

individual. 0. D. 197. 

If an alien has been residing in the United States for as much as 

one year there is a presumption that such alien is a resident of the 
United States aiid this presumption will be indulged for purposes 
of income taxes in the absence of known facts showing that the alien 

is, in fact, a transient. A. year's presence in the United States by an 

alien does not, however, establish residence beyond a doubt. It 
merely raises a presumption of residence which may be rebutted by 
any proper evidence showing that tile alien is, in fact, a transient; 
that is, a nonresident. 

Section 217, Article 812: Who is a nonresident alien . 9 — 19 — 848. 
individual, 0. D. 198. 

The inembers of families of foreign ambassadors and ministers 

occupy the status 'of nonresident aliens for income-tax purposes. 

Section 217, Article 812 (a): Alien seamen, when to be 8 — 19 — 824. 
regarded as residents. T. D. 2869(2). 

Alien seamen — Amendment to article 312 of Regulations 45. 

The final edition of Regulations 45 is amended by inserting im- 

inediately after article 812 a paragraph to be known as article 812a, 
as follows: 

ART. 312a. AHen seamen, u:1&en to be regarded as residents. — In order to 
determine whether an alien sea. man is a resident within the meaning of the 
income tax law it is necessa. ry to decide whether the presumption of non- 
residence is overcome by facts showing that he has established a residence 
in the territorial United States, which consists of the States, the District of 
Coluinbia, and the Territories of Hawaii and Alaska, and excludes other places. 
Residence may be established on a vessel regularly engaged in coastwise trade, 
but- the mere fact that a sailor mal-es his home on a vessel flying the United 
States fiag and engaged in foreign trade is not sufilicient to establish residence 
in the United States, even though the vessel, while carrying on foreign trade, 
touches at American ports. An alien seaman may acquire an actual residence 
in the territorial United States within the rules laid down in article 312, 
although the nature of his calling requires liim to be absent from the place 
where his residence is established for a long period. An alien seaman may 
acquire such a residence at a sailor's boarding house or hotel, but such a claim 
should be carefully scrutinized in order to make sure that such residence is 
bona fide. The filing of Form 1078, revised, or taking out first citizenship 
papers, is proof of residence in the United States from the time the form is 
filed or the papers taken out, unless rebutted by other evidence showing an 
intention to be a transient. The fact that a head tax has been paid on behalf 
of an alien seaman entering the United States is no evidence that he has 
acquired residence, because the head tax is payable unless the alien who is 
entering the country is merely in transit through the country. An alien may 
remain a nonresident although he is not in transit through the country. As to 
when the wages of alien seaiuen are subject to tax see article 92a. 

Section 217, Article 812 (a): Alien seamen, when to be 26 — 19 — 591, 
regarded as residents. 0. D. 815. 
The term "foreign trade, " as used in Treasury Decision 2869, 

includes the transportation upon the high seas of passengers and 
freight between the United States and foreign countries. 
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Section 217, Article 315: Duty of employer to deter- 1 — ]. 9-6S. 
mine . t»t us nf alien employee. 0. D. 50. 

i an ofiicer quahfied to administer oaths is not reasonably acces- 
sible. Form 107S will be accepted if signed in the presence of an 
oScial of the emploYer comp lny under ~hose supervision the em- 
pln; ec's duties are performed and one other credible witness. 

Section 217, Article 315: Duty of emplover to deter- 8 — 19-195. 
mine status of alien emploree. 0. D. 127. 
'1'he pay rolls of an emplover may be acceptecl as written evidence 

of an employee's continuous residence in the United States, thereby' 
establishing his status as a resident alien, unless the employer. lmows 
that the employee does not intend to remain here permanently. 
IVhc» an employer determines that his employee is a resident alien 
such eniployee is not required to file a personal return unless his net 
income amounts to oi exceeds +1, 000 or $'2. 000, as in the case of citi- 
zens of the United States. 

Section 217, Article 315: Duty of employer to deter- 8 — 19 — 196. 
mine status of alien employee. 0. D. 12S. 

(~e:. 221, art. 872. ) If a bona fide declaration on Form 1078 or 
its equivalent is filed by an alien with his employer on or before the 
last day of the taxable year of the alien, the employer may refund 
the entrre amount of tax withheld during the year prior to the filing 
of such rleclaration and the emplovee v ill then be liable for the en- 
tire tax due upon his net income for such period. 

Section 217, Article 315: Duty of employer to deter- 15-19 — 447. 
mine status of alien employee. 0. D. 254. 

The fact that an alien has been employed bv a, resident corpora- 
tion for at least three months is not, ipso facto sufhcient to permit the 
employer to refund the amount of any tax withheld. Forms 1115 
and 107S should be filed by resident or nonre=-ident aliens in order 
to secure refund. 

Section 217, Article 315: D»tr of employer to deter- 24 — 19 — o69. 
mine status of alien employ. ee. 0. D. 802. 

Ary income tax withheld during the calendar vear from the ~ages 
paid to an alien employee, which has not been paid over to the Gov- 
ernment, should be refunded to such alien employee upon the estab- 
lishment of residence by the execution and filing of Form 107S with 
his employer. As a condition precedent the emplover should require 
the employee to return the receipts showing the amount of tax pre- 
vinu=ly withheld before making the refund. 

Section 217, Article 315: Duty of employer to deter- 
»mine status of alien employee. 

(See 7 — 19 — 29S; sec. 221, art. 861. ) The duty of withholding as tp 
nnnresident aliens employed in a mine is that of the contractor rather 
t. han the operator or owner. 
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Section 218. — PARTNERSHIPS AND PERSONAL SERVICE CORPORA- 
TIONS. 

Section 218, Article 321; Partnerships. 7 — 19-294; 
T. D. 2858. 

TAxARILITY oF INOCME FB03f CR THRCUGH PARTNERsHIP. 

A member of a partnership need not include as a part of his net income 

subject to normal tax such of his income derived from or thraugh a 
partnership as has been received by the partnership in the shape of divi- 

dends on stocks owned by it in corporations taxable upon their net 
income. 

The law is so framed as to deal with the gains and proiits of a 
partnership as if they were the gains and profits of the individual 
partners. 

The appended decision of the District Court of the United States 
for the Northern District of Ohio, Eastern Division, in the case of 
United States of America, plaintifF, 7I. Harry Coulby, defehdant 

(251 Fed. , 982), which was on January 7, 1919, alarmed by the 

United States Circuit Court of Appeals, Sixth Circuit, is published 
for the information of internal revenue ofticers and others con- 

cerned. 

IN THE DISTRICT COURT OF TIIE UiiTITED STATES, NOBTHERN DISTRICT OF OHIO, 

EASTERN DIVISION. No. 9771 — LAW. 

United States of America, Plaintiff, c. Harry Coulby, Defendant. 
(Memorandum. ) 

WEsTENHAvER, District Judge: This is an action at law to recover $588. 45, 

with interest and penalties thereon, Rile '. . d to be due as unpaid income tax 
for the nine months ending December 81, 1918 under the Federal income 

tax law of 1918. A jury trial was ivaived by the parties and the case has been 
submitted to me for decision upon an agreed statement of facts. BrioQy 
the facts are these: 

The defendant, during the period in question, was a member of a partner- 
ship by the name of Pickands, Mather & Co. This partnership was then 

the owner of stocks in certain corporations which ivere taxable upon their 
net income under the provisions of section 0 of the income ta. x lavr. Dividends 
were declared and paid by these corporations upon the stocks held therein by 

the partnership. The defendant, in making return of his income for taxation, 
included as a part of his gross income his share of the profits of the part- 
nership, but deducted therefrom such part thereof as was derived by or through 
the partnership from dividends on stocks ~ii these corporations taxable upon 
their net incoine. 

I. ater, on or about June 27, 1917, the Commissioner of Internal Revenue 
examined the defendant's return and disallowed the deductions thus made 
and assessed the normal tax of one per cent against the defendant on such 
deduction. Tlie item of $588. 45 represents that assessment. 

The exact question presented for decision is whether or not a meinber of 
a partnership must include as a part of his net income subject to the normal 
tax, such part of his income derived from or through a partnership which has 
been received by that partnership as dividends on stocks owned by it in cor- 
porations taxable upon their net income under section 6 of. the Federal income 
tax law of 1918. 

Plaintiff's contention that profits thus derived are a part of the partner's net 
income, and subject to the normal tax, is based on the following paragraph of 
Section D: 

"Procideti further, That any persons carrying on business in partnersldp 
shall be liable for income tax only in their individual capacity, and the share of 
the proQts of a partnership to which any taxable partner would be entitled if 
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the same divided, whether divided or otherwise, shall be returned for xa on and the tax paid, under the provisions of this section. " 

An examination of the entire income tax law convinces me that plaintiff's contention is erroneous. Section B defines what shall constitute the net income of a taxable person; it includes his gains, profits and income derived, not merelv from salaries, wa es or compensation for personal service, but also from busi- 
nesses, trade, commerce, or saies or deanngs in property, or the transaction of any lawful business carried on for gain or profit. This plainly includes sucb 
gains and profits rlerived from or through a partnership. 

Section B also states what deductions shall be made from the gross income 
of a taxable person in order to ascertain the net income for the purpose of levy- 
ing the normal tax. Among these deductions is the amount received as dividends 
upon the stock or from the net earnin s of anr corporation, joint-stock company, 
association, or insurance company which is taxable upon its net income. 

Section G provides for the normal tax upon the entire net income of cor- 
porrrtions. It expressly excludes partnerships therefrom. This net income of 
corporations is subject only to the rorrnal tax, such as is levied on the income 
of any natural taxable person, and not to the additional tax provided for by 
subdivision 2 of Section A. This income from corporations received by a natural 
taxable per&on is exempt only from tbe rormal income tax, and not from such 
additional tax. 

Taking these provisions as a whole, the paragraph of Section D relating to 
partnerships above quoted, roust be considered and construed in the light of the 
general scheme thus outlined. Xo provision is anywhere made requiring a 
return to be made by a partnership upon its income. This is true notwithstand- 
ing Section D requires copartnerships, having the control, receipt, disposal, or 
pavment of fixed income of another person subject to tax, to make a return i- 
behalf of that person and to deduct the same. This provision deals with tire 
fiduciary relationship of guardians, trustees, executors, and so forth, having the 
possession and control of other person's property; but, as regards an orrlinary 
partnership and it's ordinary business, the statement is true that no return 
is required to be made under the Federal inconre tax law of 1918 by a part. 
nership. 

Partnerships are expressly excluded from Section G, requiring returns anil 
pavment of the normal tax. by corporations. If Con ress had intended thar 
partnerships, as such, should be ta~able upon their net inconre, the logical place 
to have so provided would have been in Section G, and to lmve excluded from 
the net income of a natural taxable person, subject to the normal tax, that part 
of his income derived from a partnership just as is provided with respect to his 
income derived from a corporation. 

This law, therefore, ignores for taxing purposes the existence of a partner- 
ship. The law is so framed as to deal with the gains and profits of a partner- 
ship as if they were the gains and profits of the individual partner. The para- 
graph above quoted so provides. The law lool-s through the fiction of a part- 
nership and treats its profits and its earnin s as those of the individual tax- 
payer. Unlike a corporation, a partnership bas no legal existence aside fronr 
the members who compose it. The Con ress, consequently, it would seenr, 
ignored, for taxing purposes, a partnership's existence, and placed the individual 
partner's share in its gains and profits on tWe same footing as if his income 
had been received directly by him without the intervention of a partnership 
name. 

It follows from these considerations that le ally the defendant's share of 
the gains and profits of the Pickands, Nether &-, Co. , derived from corporvrtiorr= 
taxable on their net incomes, is to be treated as if the same had been received 
by him directly from the taxpaying corporations. 

The contrary contention is based on a literal reading of the words, "the 
share of the profits of a partnership to which any taxable partner would be 
entitled if the same were divided. whether divided or otherwise, shall be re- 
turned for taxation and tax paid. " ThTs sentence follows language plainly 
ignoring the existence of partnerships for ta~ing purposes. Section B haii 
already provided what should be regarded as net income in language sufficiently 
comprehensive to include the gains and profits from business carried on in a 
partnership name. The words just quoted evidently apply only to the possibilitv 
that a partnership might not divide its gains and profits, but retain them irr 
the firm name or business. It was to meet this possibility that these worrls 
were added, and not to provide an unequal and unique method of taxing a part- 
ner's gains and profits from a partnership. 
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The contention to the contrary is narrow and literal, even if not lacl-ing in 

plausibility. It is a contention, however, contrary to the spirit and general 

policy of the act; it destroys uniformity and equality and should not be 

adopted unless required by the express language of the statute. In my 

opinion, the language of the statute does not so require; but, on the contrary, 
when the entire act is examined, it does give a right to the deduction. 

Counsel for plaintiff invol-e the legal principles, that an exemption in a tax 
law must be clearly expressed and will not be implied; that power to tax will 

not be taken away unless the law-making power has done so in clear and 

unequivocal language and that, inasmuch as uniformity and equality is diih- 

cult, if not impossible of attainment in tax laws, the inequality which might 

result from the Government's contention should not be permitted to control 

tbe language of the law. Numerous authorities illustrating these legal prin- 

ciples are cited. These principles are well settled, and, I assume ample. power 

in Congress to have assessed defendant's income derived from a partnership 
in the manner contended for. It is my opinion, however, that Congress has 
not done so. 

Counsel for plaintiff call attentiou to the fact that the Federal income tax 
law of September 8, 1916, now provides that members of partnerships shall 

be allowed credit for their proportionate share of partnership gains and prodts 
aerived froru corporations taxable on their net income, and urge that this is 
a change of the law, and evidences a belief of the law-making body that the 
1913 income tax law had provided differently. I do not agree with this con- 

tention. In my opinion, this provision was inserted in the 1916 act to put at 
rest the present controversy rather than to change the law, and is to be re- 

garded only as a legislative recognition of the scope and intent of the prior 
law, The applicable authorities, in my opinion, are the following: Bailey o. 
Clark (21 Wall. , 284); Johnson v. Southern Pacific Company (196 U. S, , 1); 
Wetmore v. Markoe (196 U. S. , 68). 

Judgment is rendered in favor of defendant. An exception may be noted 
on behalf of plaintiff. 

Section 218, Article 821: Partnerships 25-19-585. 
0. D. 811. 

A foreign partnership is liable for tax under the 1917 act on the 
entire amount of profit derived from the sale of goods through its 
branch office or through its agencies in the United States. The 
basis of computation of profits should be the difference between the 
cost of the goods sold through its branch office or agent in the United. 
States and the price received therefor and not merely the amount 
disclosed by the bool-s of the branch office in the United States. 

Section 218, Article 821: Partnerships. 

(See 6 — 19 — 270 sec. 218(b) art. 72. ) Partnership beneficiary of 
life insurance poiicy. 

Section 218, Article 821: Partnerships. 

(See 11 — 19 — 880; sec. 214(a) 12, art. 268. ) Claim in abatement by 
partnership on account of loss in inventory. 

Section 218, Article 822: Distributive shares of part- 
ners. 

8-19-197. 
0 — 816= 

RETURÃs oF PARTÃEBSHEP AKD SIEhKREBs THEBEQF FDB 1918; How 
RENDERED. 

Where the fiscal year of a partnership has once been established 
neither the partnership nor its members will be permitted to make re- 
turns covering a period of more than 12 months. 

Where a partnership distributes any part of its assets in kind, and 
a partner, in lieu of an undivided fractional interest in the whole, 
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receives a full interest in a certain part of the assets distributed, such 
a change in interest does not constitute a closed transaction reflecting 
gain or loss. 

A gain deriiwd or a loss sustained by a partner bv reason of the sa!e 
or other disposition of assets distributed in kind by the partner. hip 
before the end of its ta~able vear should be returned by the iudividual 
partner for the taxable year in which such gain was actually derived 
or the loss actually sustained, and the basis of computing such ain 
or loss is the difference between the cost of the assets to the partner- 
ship and the price or valu realized when sold or othenvise disposed 
of by the partners. 

The distributive share of the individual partners, whether distributed 
or not, of the net income of the partnership for its taxable &ear, and 
a»v gains or profits distributed by the partnership prior to the close of 
its taxable year, should be returned as income for that taxable year of 
the partners within which such taxable year of the partnership ends. 

Section 218(a) of the Revenue Act of 1918 provides that: 
There shall be included in computing the net income of each partner his dis- 

tributive share, whether distributed or not, of the net income of the partner- 
ship for the taxable vear, or, if the net income for such taxable year is com- 
puted upon the basis of a period difterent from that upon the basis of which the 
net i~come of the partnership is computed, then his distributive share of the net 
inconie of the partnership for anv accounting period of the partnership ending 
within the fiscal or calendar year upon the basis of which the partner's net in- 
coine !s computed. 

Section 200 provides that: 
The term taxable vear means the calendar year or the first year ending dur- 

in ~ such calendar year. 
The partnership styled X company has heretofore kept its books 

on the basis of a fiscal year ending February 28. For the fiscal year 
of 1918, however, the partnership bool-s were not closed until March 
80 on account of the requirements of' a State tax law. October, 1918, 
it distributed to its members various assets accumulated since 1850 
and sold the bulk of its remaining assets to a, corporation for nearly 
all of its stock, The partnership has not been dissolved and still re- 
tains certain assets which it is impossible to distribute at this time. 

In this connection the following questions are asked with respect to 
the 191S returns of the partnership and its members: 

1. May the partners, in their individual returns for the calendar 
i c:ir 1918, show their shares of the undivided profits of the partner- 
ship from llarch 1, 1917. to March 80, 191S, ascertained as of IIarch 
30, 1918, when the partnership books were closed, or must such profits 
be ascertained as of February 28, 1918, and the profits for tlie month 
of ~Iarch be included in the succeeding returns& 

Neither the partnership or any member ot it is permitted to make 
returns covering a period of more than 12 months. The returns ren- 
dered bp the partnership for the fiscal year ending February 2S, 
1917, will be accepted as establishing a fiscal rear for the firm end- 
ing as of that date, and the distributive share of each partner ascer- 
tained on February 2S, 1918, whether distributed or not, should be 
returned as income for the taxable year of each partner, fiscal or 
calendar, as the case may be, within which the taxable rear of the 
partnership, fiscal or calendar, as the case may be, ends. If, in this 
instance, the taxable year of each partner is the calendar year 1918, 
or the fiscal year which includes the date February 2S, 1918, theii in 
either event the distributive share of the partners ascertained as of 
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F b nary g8 1918 whether distribute o not& should be:e 
jndjv idun} partners as income received during such ca}enda«i 
1 year The profits for the month of March, 1918, therefore, will 

jiicluded jn any returns made by the partners for th«axa e y 
in which February o8, 1919, falls. 

9. Should the individual returns show as gain or loss the difference 
between the cost to the firm (or value if acquired prior to Mare}i 1, 
1918) of the assets divided among the partners between March 1 and 
September 80, 1918, and the value of such assets at the time, of dis- 
tribution & 

Where a partnership distributes any part of its assets in kind, and 
a partner, in lieu of an undivided fractional interest in the whole, 
receives a bill interest, in a certain part of the assets distributed, such 
a change in interest, does not constitute a closed transaction ref}ect- 
ing gain or loss. When, however, the property thus received by a 
partner is sold, any gain derived or loss sustained at the time of such 
sale will be nieasured by the dif}erence between the selling price and 
tlie cost of the property to the partnership. 

3. Should the returns show any income received by the individual 
members from the partnership between February 98 and December 
81, 1918, involving gains accuinulated by tlie partnership during that 
period & 

Any income received by the individual members between February 
o8 and December 81, 1918, which was distributed by the partnership 
cluring that period, should be returned by them for the taxable year 
in which the taxable year of the partnership ending in 1919, ended, 
and not during the taxable year in which received by the partners 
if the partnership's taxable year did not end in that year. This rule 
finds support in the law itself. Section 218(a) provides that there 
shall be included in computing the net income of each partner his 
distribufive share, whether distributed or not, etc. , while section 
218(e) recites that all provisions of this title relating to partner- 
ships and the members thereof shall so far as practicable apply to 
personal service corporations and the stockholders thereof, provided 
that amounts distributed by a personal service corporation during 
its taxable year shall be accounted for by the distributees. These 
two paragraphs together make it appear plain that Congress has 
recognized that there is a di6'erence between the manner and time 
in which the profits or gains distributed by a partnership during 
the taxable year to partners are to be returned as income by the 
partners and the manner and time in which amounts distributed by 
a personal service corporation to its stockholders are to be returned 
as income by the distributees. Moreover, there is another good rea- 
son for the rule, namely', that until the end of the taxable year of the 
partnership has been reached it can not be determined whether the 
partnership books will show a gain or a loss to the individual part 
ners for that year. 

4. When should the undivided profits of the partnership earned. 
between February 28 and December 31, 1918, but not yet distributed& 
be included in the returns of the individual members'1 

They should be returned as income for that taxable year of the in- 
dividual members in which the taxable year of the partnership ends, 
whether such profits are distributed or remain undistributed at that 
time. 
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' «ction 218, Article 322: Distributive shares of part- 

ners. T. B. R. 64. 
P~TKEESHIPs. 

ior reporting distributive share of net income of partnership 
by individual Partners under ~arious Income Tax Acta 

A Brothers, a partnership engaged in foreign trade, have a branch 
in Y City. Their business is such that it is not possible to close thc 
partnership books for each vear in time to permit the individual 
partners to report their distributive share of the net income of tile 
partnership for that year for taxation at the time flsed by the statute. 
The partnership and the partners have in the past reported on the 
basis of the calendar year, and the individual partners have included 
in their returns for each calendar year their distributive share of the 
income accumulated by the partnership during the preceding calen- 
dar year. This practice was approved by the department. and the 
partnership wishes to continue it for the year 1918. This would mean 
that the income accumulated by the partnership in 1917 should now 
be reported by the partners as income for 1918. The excess profit& 
tax under the 1917 law was assessed upon the 191t income of the 
partnership. 

Section 218 of the Revenue Act of 1918 reads in part as follows: 
That individuals carrying on busine. s in partnership shall be liable for in- 

come tax onlv in their individual capacity. There shall be included in computing 
the net income of each partner his distributive share, whether distributed or not, 
of the net income oi' the partnership for the tazable year, or if his net income 
for such taxable year is computed upon the basis of a period different from that 
upon the basis of which the net income of the partnerslup is computed, then 
his distributive share of the net income of the partnership for any accounting 
period of the partnership ending within the fiscal or calendar year upon 
the basis of which the partner's net income is computed. 

But one construction of this statute is possible, and that is adopted 
in article 322 of Regulations 45, which states: 

The distributive share of the net income of a partnership which a partner 
is required to include in his return is his proportionate share of the net in- 
come of the partnership, either (a) for the taxable year upon the basis of 
which the partner's net income is computed, or (b) if the partner's net income 
is compured upon the basis of a taxable vear different from ths. t upon the basis 
of which the net income of the partnership is computed, i' or the ta~able year 
of the partnership ending within the taxable year upon the basis of which 
the partner's net income is computed. 

This satisfactorily and correctly disposes of the matter for 1918 
contrary to the contention of the partnership. The past history o) 
this particular rule, however, causes certain difhculties. 

Subdivision (d) of section 2 of the act of October 3, 1913, provides: 
That any persons carrying on business in partnership shall be liable for in- 

come tax only in their individual capacity, and the share of the profits of the 
partnership to which any taxable partner would be entitled if the same were di- 
vided, whether divided or otherwise, shall be returned for taxation and the tax 
paid under the provisions of this section. 

It will be noted that this language is substantially identical with 
the first part of section 218 of the Revenue Act of 1918 except that 
the words "for the taxable year" are added after the phrase "net 
income of the partnership" in the present statute. This phrase of 
the 1913 statute was repeated without change in the Revenue Act of 
1916 and was not amended by the Revenue Act of 19D. 
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Treasury Decision 2090, approved December 14' 1914' under the 
act of October 8, 1918, stated that: 

Tne income from a partnership accrues to the individual partner at the time 
his distributive interest is determined and reducible to possession. In the 
returns of individuals made for the calendar year, therefore, there should be 
included such income accruing from the business of partnerships for their fiscal 
years as may have been definitely ascertained by means of a book balance, 
whether distributed or not. 

This ruling was incorporated in article 4, Regulations 88 (revised), 
issued under the 1916 act, and adhered to after thorough examina- 
tion in Law Opinion 689 under date of November 22, 1918. 

It has been suggested that these rulings merely refer to the date 
as of which the books are closed and not to the time when the closing 
actually takes place and the distributive shares actually become 
known. Law Opinion 689 and the ruling in this particular case 
clearly indicate that the time when the accounts actually are closed 
is the time the "distributive interest is determined. " This view is 
emphasized by the phrase " and reducible to possession" in Treasury 
Decision 2090. 

It thus appears that there is an inconsistency between the ruling 
which must be made under the Revenue Act of 1918 and the view 
which prevailed upon this question under the earlier statutes. Ob- 
viously the department should not depart from a rule which has 
been in force since December 14, 1914, without clear and convincing 
reasons for such departure. An examination of the question under 
the earlier statutes in the light of our present knowledge, neverthe- 
less appears necessary. 

The language used in such statutes is not clear. The considera- 
tions which may be urged for the view which has prevailed in the 
past in addition to its long existence are as follows: It is a practical 
rule, which accords with the understanding of business men. It is 
in accord with the principle of law that partners have no rights 
enforcible in law against one another as to partnership matters 
until there has been an accounting or settlement. Partnerships 
were permitted to establish Bscal years by an amendment in 1917 
(retroactive as to 1916) although the individual partners were re- 
~uired to report on the basis of the calendar year. This made it 
obvious that, at least to that extent, , the income of the partnership 
'. id not becoine at once income of the partner, and that the distribu- 
ive share of the partner would be based upon an accounting period 
liB'erent from the one for which he is reporting as an individual. 

Against this view may be urged the decision in Collector e. Hub- 
bard (12 W'all. , 118) holding under the act of June 18, 1864, that 
"gains and pro6ts" of certain corporations "whether divided or 
otherwise" become at once taxable income of the stockholders, and 
that this decision was applicable to partnerships. The signi6cance 
of the 6scal-year provision is counteracted by the adjustnient made 
for changes in rates, indicating the intention to tax the income of 
the individual partners at the rates prevailing for the period during 
which such income was accumulated by the partnership, even though 
for pra, ctical reasons it was necessary to allow some leeway in the 
time for reporting the income for tax. Under the 1917 statute the 
partnership was subjected to excess profits tax as an entity on its in- 
come for 1917, and individual partners were permitted to credit for 
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Pu pos"s o& the income tax a proportionate share of such excess 

ax ' iipo"ed ilpon the paitnership again. t their net income. 
e inference is strong that it was intended that t}ie distributive 

share of the partner ao'ain, t whicli this credit niight be taken should 
be a share of the partnership profits nliich were subjected to the 
exec-s profits tax. 

Hut the strongest cont, n consideration is the case of I nited +tates 
r. Coulby (251 Fed. . 982), afBrmed by the Circuit Court of Appeals in 
January. 1919, since the approval of Law Opinion 689, and now pub- 
lished as Treasury Decision 28~r8. The case arose under the act of 
October 8, 1913, iiivolving the liability of partners te report for nor- 
mal tax their share of dividencls received by the partnership from 
taxable corporations. The law contained no specific provision on 
the subject. If the dividends have been received directly by the 
partners as individuals instead of indirectlv through the partner- 
ship, they ~ould have been exenipt from normal tax. The Govern- 
ment contended that this inconie lost its identity and character as 
corporate dividends when received bv the partnership. The court 
overruled this contention and used the following significant lan- 
gilage: 

This law, therefore, ignores for toxin purposes the exi-tence of a partnership. 
The law is so framed as to deal with ihe gains and profits of a partnership as 
if they were the gains and profit. of the individual partner. The paragraph 
above quoted so provides. The law looks through the fiction of a partnership 
and treats its profits and its earnings ae those of the i~dividual taxpayer. 
Unlike a corporation, a partnership has no legal existence aside from the mem- 
bers ivho compose it. The Congress, consequently, it ~ould seem ignored. for 
taxing purposes, a partnership's existence, and placed the individual partner's 
share in its gains and profits on the same footin as if hi. income had been 
received directly bv him without the intervention of a partnership name. 

This decision, which is specifically applicable to the character of 
income received by the partner indirectly through the partnership is 
of equal force as indicatin&~ the time iuheu such incoine should be 
accounted for by him. This result is consistent with that part of 
Law Opinion 6S9 which holds that income accruing to the partner- 
ship prior to &larch 1, 1918, is not taxable to the individual partners, 
even in case the amount of the distributive shares is determined 
after IIarch 1, 1918. 

In case the accounting periods of the partnership and the indi- 
vidual partners do not coincide, the latter sliall include in his net 
income his distributive share of the partnership net profits de- 
termined at the close of any accounting period ending during his 
taxable year. Partnerships were first permitted to establisli fi-. cal 
years by an amendment to section 8 (e) of the Revenue Act of 1916, 
made by section 1204 of the Revenue Act of 1917 (applicable to 
years ending in 1916). This same amendment provided for the 
adjustment necessary on account of any change in rates of taxation, 
and implicitly provided for the above method of accounting. This 
method of reporting is expressly required for 1918, and thereafter 
by section 218 of the Revenue Act of 1918. 

It is. therefore, recommended (1) that, under the act of October 8, 
1918, the Revenue Act of 1916, the Revenue Act of 1916 as amended 
bv the Revenue Act of 1917, and the Revenue Act of 191S, it be thy 
riile of the department that an individual partner must report for 
taxation as income of the year in which the partnership profits 

103022' — 22 — 12 
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were accumulated his distiibutive share of such partnership net 
profits, whether distributed or otherwise, except (2) that in those 
cases in which the accounting period of the partnership and of the 
individual partner do not coincide the individual partner shall 
include in his net income his distributive share of the partnership 
net profits determined at the close of any accounting period ending 
during his taxable year. In those cases in which returns have been 
made contrary to the principles laid down in this recommendation 
it will be necessary to file amended returns. 

Section 218, Article 322: Distributive shares of part- 4-19-221. 
ners. O. D. 140. 

Income from a particular source can not be allocated to one part- 
ner of a partnership for income tax purposes, but must be divided 
pro rata among the several partners. 

Section 218, Article 322: Distributive shares of part- 8-19-325. 
ners. O. D. 187. 

In case two distinct partnerships enter into a single venture 
under agreement to terminate in two years no part of profit to be 
distributable or drawings aHowed during that period and any profit 
to be held intact until the latter part of 1919, the amount of profit 
realized and determinable each taxable year should. be reported 
proportionately in the respective returns of the partnerships re- 
gardless of the agreement. Individual members of each partner- 
ship are subject to tax upon their pro rata share of profit even 
though actual distribution is postponed until termination of the 
agreement. 

Section 218, Article 322: Distributive shares of part- 
ners. 

(See 3 — 19 — 182, sec. 213 (b), alt. 86. ) Member of partnership, 
turning over to partnership compensation received by him for 
services in the military forces of United States, may, in reporting 
his distributive share of the partnership's income, exclude an amount 
equal to the sum received. for military services, turned over to the 
partnership. 

Section 218, Article 322: Distributive shares of partners. 

(See 10 — 19 — 354, sec. 202, art. 1570. ) Distribution of profits in 
securities at less than cost to partnership. 

Section 218, Article 322: Distributive shares of. partners. 
(See 20-19 — 505, sec. 213, art. 54. ) Assignment of partnership 

profits to be earned in the future. 

Section 218, Article 330: Distributive shares of stock- 4-19 — 222. 
holders in personal-service corporation. O. D. 141. 
A. stockholder of a personal-service corporation having reported 

in his individual return for the taxable year his distributive share 
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of the undistributed net income of the corporation for such taxable 
y~r, should not again report such income when it is actually re- 
ceived in a subsequent year. 

Section 219. — ESTATES AND TRUSTS. 

Section 219, Article 341: Estates and trusts. 1-19-70. 
O. D. 51. 

Amounts paid by an executor of an estate, out of his personal 
funds in discharge of obligations of the estate, such amounts being 
credited against the executor's liability for interest to the estate. , 
are nevertheless income to the estate to the extent that they represent 
interest accrued since the death of the testator on obligations of the 
executor to the estate. 

Section 219, Article 341: Estates and trusts. 
(Also Section 223, Article 401. ) 
(Also Section 225, Article 421. ) 

A "trustee in bankruptcy" is required to file a return of net inco&ne 
for the bankrupt's estate if the net income exceeds the specific 
exemption of $1, 000. 

The bankrupt individual is required to file a return accounting for 
his individual earnings but is entitled to the exemptions provided in 
section 216 of the Revenue Act of 1918. 

7-19-297. 
O. D. 174. 

Section 219, Article 341: Estates and trusts. 3-19-198. 
(Also Section 202, Article 1562, ) O. D. 129. 

If securities held in trust, the incon. e from which is payable to an 
individual beneficiary, are sold at a profit, the amount received in 
excess of appraised value of securities at death of testator subse- 
quent to March 1, 1913, or fair market value as of that date if decedent 
died prior to March 1, 1913, represents income to be accounted for 
by trustee on Form 1040, 

Section 219, Article 341: Estates and trusts. 20-19-511. 
(Also Section 214, Article 251. ) O. D. 278. 

When under the terms of' a vill or trust deed income is to be paid 
to or permanently set aside for a corporation or association of the kind 
described in section 231 (6) of the statute, such income is not de- 
ductible from gross income in the returns of the estate or trust where 
the corporation has received its charter but has not been completely 
organized or which has not begun to operate suKciently to estabL'sh 
that it is exempt from the tax. Such income will be taxable to the 
estate or trust as an entity. 

Section 219, Article 341: Estates and trusts. 26-19-592. 
O. D. 316. 

Where the same trustee is designated in a will to administer sev- 
eral trusts, the accumulated income of each separate trust will ba 
taxable as an entity, not the income of the trusts combined. 
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Section 219, Article 341: Estates and trusts. 

(See 10 — 19 — 851, sec. 1, art. 1504. ) When trusts are not associations. 

Section 219, Article 341: Estates and trusts. 

(See 18 — 19-419, sec. 214 (a) 8, art. 184. ) Deductibility of Federal 
estate tax in ascertaining the net income of estates. 

Section 219, Article 341: Estates and trusts. 

(See 14 — 19&88, sec. 218 (b) 7, art. 84. ) Income from trust fund 
held by a city for charitable purposes, exempt from tax. 

Section 219, Article 341: Estates and trusts. 

(See 28 — 19 — 547, sec. 225, art, 425. ) Ancillary executor to maire 
return. 

Section 219, Article 342: Estates and trusts taxed to 11 — 19 — 882. 
fiduciary. S. 1088. 

Discretionary trusts; income received under taxable to recipient. 
Article 842, Regulations 45, discussed. 

ivhere the income of a trust fund is payable only in the discretion of 
the trustees, such income as the trustees in their discretion distribute to 
the beneficiary during the years 1916 or 1917, is taxable to the recipient 
personally (Act of Sept. 8, 1916, sec. 2(b) ). Such income, however, as 
is received in 1918 or later years by the trust estate is taxed to the 
trustees irrespective of the exercise of their discretion. (Sec. 219, 
Revenue Act of 1918; art. 942, Reg. 45. ) 

Opinion is requested as to the manner of computing the income tax 
of A for the year 1917. Section 2(b) of the Revenue Act of 1916 
proi ides in part: 

Income ~ ~ ~ of estates or any l-ind of property held in trust, including 
such income accumulated in trust for the benefit of unborn or unascertained 
persons, or persons with contingent interests, and income held for future distribu- 
tion under the terms of the will or trust shall be likewise taxed, the tax in each 
instance, except where the income is returned for the purpose of the tax by the 
beneficiary, to be assessed to the ezecutor, administrator, or trustee, as the case 
may be. 

Section 8 (c) of the same Act provides in part: 
Guardians, trustees, executors, ' * ' and all persons ~ ~ ~ acting in 

any fiduciary capacity, shall make and render a return of the income of the 
person, trust, or estate for whom or for which they act, and shall be subject to 
all the provisions of this title which apply to individuals 

The testatrix 8 by her last will and testament created a, trust under 
the terms of which the trustees were directed to hold certain property 
during the natural life of A and to apply the income thereof to his 
use, maintenance, and support. 

It appears that the part devised in trust during the term of the 
natural life of A yields an annual income of 2x dollars and that this 
amount was paid over during the year 1917 by the trustees to A. A 
had during the year 1917 other income amounting to over 6x dollars, 
which he returned as an individual, and he now objects to the inclusion 
of the 2x dollars above mentioned in his individkial return for 1917 
on the ground that the income of the trust estate created by the wiif 
of 8 should be returned by the trustees and the estate taxed as an 
entity. 
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That portion of the will of 8 creating the trust for the benefit of A 
would seem to indicate an intention upon the part of the tc:-tatriz 
that A should have the entire income from the trust estate and that 
the trustees were to have no discretion concerning the payment of 
the same. Hut that portion of the will which follows indicates a 
contrary intention. Talang the vill as a whole it seems clear that 
the testatrix intended to create, and in fact did create, a discretionary 
trust, the trustees having the right to determine the amount of the 
income that was "necess~ary or appropriate for the support of my 
said son and his family. " Under the terms of this tru t it thus 
appears that the income, or a part of it, might be accumulated from 
time to time. Under section 2(b), supra, it is provided that the 
income shall be tazed to the estate as an entity, where the income is 
accumulated for the benefit oi "unascertained persons" or "persons 
with contingent interests. " Income accumulated within the discretion 
granted in this trust would be of this character. The entire income 
. -. o accumulated would consequently be treated as an entity for the 
purposes of tazation and would have to be returned by the trustees. 
(Law Opinion 599, Reg. 38 (revised), par. 207. ) 

In this ca. -e, however. the trustees did not see fit to accumulate 
the income of the trust estate or anx part of it within the year 1917. 
The money paid is "income" in the hands of the recipient and 
should be returned by him in the vear in which received. - The 
beneficiary mill be required in the case of trust estates to account 
for the actual amounts distributed or credited to him. " (Rcg. 88 
(revised), par. 210. ) "The income of trust estate. =, as any other 
income, is subject to the income tax "' * *. Any part of the 
annual income of trust estates not distributed becomes an entitv and, 
as . uch, is liable for normal and additional tax * "' "". " (T. D. 
2281; see also Law Opinion 599. ) 

From this it follows that, under the Revenue Act of 1916 as 
amended, ~here the income of a trust fund is payable only in the 
discretion of the trustees, such income as the trustees in their dis- 
cretion distribute to the beneficiary is tazable to the recipient per- 

sonallyly. 

Article 842, Regulations 45, written as an interpretation of section 
219 of the Revenue Act of 1918, states a contrary rule. That 
article contains the following sentence: 

KVhere under the terms of the will or deed the trustee mav in his discretion 
distribute the income or accumulate it, the income is taxed to the trustee 
irrespective of the exercise ef his discretion. 

The provisions for the payment of the tax contaiued in section 219 
of the Revenue Act of 1918 are, ho~ever, not the same as those found 
in sections 2 (b) and 8 (c) of the Revenue Act of 1916. Section 
219 (c) provides that in the case of contingent interests "the taz 
shall be imposed upon the net income of the estate and shall be 
paid by the fiduciarv. " Under this section the tax is to be paid 
upon the income of a discretionary trust as an entity whether or 
not it is actually distributed. This is not true of section 2 (b) and 
8 (c) of the Act of September 8, 1916. Section 2 (b) of that Act 
provides that "the taz in each instance, except when the income is 
returned for the purpose of the tax by the beneficiary, to be assessed 
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to the executor administrator, or trustee * ~ ~. " Under t»s 
section the fiduciary is not required to make a return of the I+ 
come distributed by him to the beneficiary; rather the statute in 
dicates that the beneficiary shall in all cases account for income 
distributed to him. Accordingly, under that Act the fiduciary has 
only been requirecl to pay the tax upon such income as was accumu- 
lated or not distributed by him. Article 842, Regulations 45, can 
therefore have no application in the consideration of this case. 

Section $19, Article 842: Estates and trusts taxed to 1G-19&G2. 
fiduciary. T. B. R. 47. 

Bevena, e Cot of 1918. — Income of an estate during the period of ad- 
ministration which is not paid or credited to a beneficiary is taxable to 
the estate even though such beneficiary was, as matter of law, entitled 
to be paid or credited with such income during that year. 

Opinion is requested as to whether for purposes of taxation under 
the Revenue Act of 1018 certain income of the estate of A. for the 
year 1918 should be included in the income of the estate or in that 
of the beneficiary, 8. The facts are as follows: A died in 1916. In 
his will he named the X Company as executor and gave to it as 
trustee the residue of his estate in trust for 8 for life, with remainder 
over. It appears that during 1018 the estate was still in process of 
administration, but that the executor paid to 8 certain income and 
retained. certain other income as a reserve for income taxes which 
might be assessed against the estate for the year 1018. It is con- 
tended (a) that the income retained by the executor was improperly 
retained, and (b} that since such income was improperly retained-it 
should be treated as credited to the beneficiary during the year 1918, 
and should, consequently, be included in his income for that year. 

The suggestion is made by the Income Tax Unit that, since the 
accounts of the executor for the year 1918 are not closed, it credit 
to 8 as of December 81, 1918, the amount of the i~come of the estate 
for that year which was retained as above stated, and that 8 report 
such income in an amended return for 1918. 

Upon the facts submitted it is impossible to determine whether or 
not the income retained by the executor was properly retained. It 
is, however, unnecessary to determine this point, since the case can 
be disposed of by a decision of the other. For the purposes of this 
recommendation, therefore, it will be assumed, in accordance with 
the contention of the taxpayer, that the income in question was im- 
properly retained. 

The usual rule applicable to estates of' deceased persons is that such 
an estate "during the period. of administration or settlement" is 
taxable as an entity, the tax being paid by the executor. (See 
Revenue Act of 1918, . sec. 219 (a, ) (1). ) There is, however, an ex- 
press exception to this rule, namely, that "there may be deducted 
the amount of any income properly paid or credited to any legate@ 
heir, or other beneficiary. " (Sec. 219 (c). ) The amount so deducted 
is to be included in the income of the beneficiary. (Sec. 219 (d). ) The income in question in the present case was neither paid nor 
credited to the beneficiary during the taxable year. The question is, 
therefore, whether since, as here assumed, it ought to have been so 
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r«ited, " it can be treated as if it actually was so «paid or credited the making of an entry upon the executor's books being regarded as merely formal and, therefore, something which can be 
omitted or done later nunc pro tune. 

There is no warrant in the language of the statute for treating 
amounts which ought to have been paid or credited as if they weie 
actually paid or credited. The statute provides with reference to 
trusts the income of which "is to be distributed to the beneficiaries 
periodically, whether or not at regular intervals" (section 219 (a) 
(4) ) that the tax upon the income shall not be paid by the fiduciary 
(section 219 (d) ); in other words. that the time of actual payment or 
crediting shall be disregarded. %Pith reference to estates in process 
of administration or settlement, however, the statute, in the pro- 
vision here under consideration, makes payment or crediting to the 
bene6ciary the test as to whether the tax shall be paid by the 6duciary 
or by the beneflciary. It is to be presumed that the distinction ivas 
intentional else Congress would have made the same provision in 
both cases. iVor is the distinction without reason. The distribu- 
tion of income is one of the principal functions of a trustee of a trust, 
the income of which "is to be distributed to the beneficiaries periodi- 
cally, whether or not at regular intervals, " and the determination of 
the amount of the distributive share of income of any bene6ciary is 
relatively simple even though such amount has not been paid or 
credited to him. On the other hand& the distribution of income as 
such by an executor "during the period of administration or settle- 
ment" of an estate is an incidental function to be performed ordi- 
narily only until a trust is set up and the determination of the amount 
of a distributive share of such income as of any' period other than the 
time of payment or crediting is likely to be di%cult. 

The conclusion reached is not open to the objection that it makes 
tax liability dependent upon bookl-eeping entries. The crediting of 
income to a beneficiary of an estate, which is referred to in the statute, 
is more than the making of a mere bookkeeping entry — the re- 
cordmg of an existing fact. It is in itself an act which separates the 
income of the beneficiary from the income of the estate, and from the 
st;indpoint of. the beneficiary, efFects a realization of income by him. 
In the opinion of the 4. dvisory Tax Board there must be a trans- 
ferring of income to the control of the beneficiary if there is to be a 
crediting of income within the meaning of the statute. For some- 
what analogous situations see article 58 of Regulations 4o. Tile 
crediting of income is not, therefore, a mere formality and can not 
be omitted or done nunc pro tune. It is unnecessary, however. in the 
present case to determine precisely what constitutes a crediting of 
income to a beneficiary since there is here no act which can in any 
event be so regarded. 

In view of the material difi'erence in the language of the statute 
from that of earlier acts, rulings under those acts are of httle assist, - 
ance in the present inquiry. 

It is held, therefore, that income retained by' the executor of the 
estate of A in the year 1918 as a reserve for income taxes which might 
be assessed against the estate for that year should be included in thy 
income of the estate and not in that of the beneficiary B. 
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Section 219, Article 843: Decedent's estate during ad- 1-19 — 71. 
ministration. 0. D. 52. 
There should be included in the return flled for a deceased stock- 

holder of a personal service corporation the distributive share of the 
decedent in the profits of the corporation from the beginning of the 
year to the date the stockholder died. The return filed for the estate 
should include the distributive share in the profits of the corporation 
from the date of the stockholder's death to the end of the year. 

Section 819, Article 848: Dececlent's estate during ad- 11-19-888, 
ministration. 0. D. 919. 

(Also S ction 214, Article 144. ) 
A loss can not be claimed in a return rendered for a decedent 

covering the taxable period to the date of his death where the cost 
of securities, or their fair market value as at March 1, 1918, if acquired 
prior thereto, is in excess of the value established. by appraisal for 
the purposes of administering the estate, except in the case of a 
decedent who wa, s a dealer in securities and regularly inventoried 
his securities and made his return accordingly. The executor should 
not make returns of book gains or losses, either up to the date of 
death or on transfer of the property to the legatee or to a trustee 
under the will, or from one trustee to a succeeding trustee, the 
appraised value remaining as the basis for computing all subsequent 
Iealizations of losses or gains in cash. 

Section 219, Article 844' . Incidence of tax on estate or 
trust. 

(See 9 — 19 — 887, sec. 211(b), art. 18. ) Trustees of assets of oil com- 
pany, selling property, value of which has been demonstrated by ex- 
ploration and discovery work by tile trustees are liable to tax upon 
mcome from such property held in trust under section 911(b). 
Section 919, Article 845: Estates and trusts taxed to 

beneficiaries. 
1-19-69. 

S. 961. 
MANNER ol' TAxING INcokIE DIsTRIBUTED PERIODIcALLX, 

VVhere a trust provides for the distribution of income "when re- 
ceived" the beneficiary should account for it personally, whether dis- 
tributed to him or not. (Revenue Act of 1918, sec, 219. ) 

Opinion is requested as to the taxable features of a trust created 
by A. The trustee is B. The declaration of trust executed by him 
recites that A has transferred to him y shares of the common stock 
of the M Company and all dividends upon the same, and that he 
holds the stock and dividends I'n tns8t to collect and receive the 
dividends accrued and to accrue upon said shares of stock and to 
pay the same when received to C until he shall have received pay- 
ments amounting in value or in money to x dollars. After making 
said payments to C the shares of stock and any dividends and sums 
of money then reniaining are to be assigned. transferred, and paid 
to A or to his executors or adininistrators. 

The statute provides: 
That the tax imposed by sections 210 and 211 shall rrI'II to the income of 

estates or of any l-ind of property held in trust lncluding— 
~ income which is to be distributed to tllr beneficiaries periodically, 

whether or not at regular intervals. " (Revenile Act of 1918, sec. 219m) 
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Miere the income is distributed periodically, it is p«vi«d t~& 
the taz shall not be paid by the fiduciary. but there shall be included 
in computing the net income of each beneficiary his distributive 
share, whether distributed or not, of the net income of the estate 
or tnt. =t for the tazable year. (Sec. 219 d. ) I. nder the facts pre=ented C is required to include in his per- 
sonal return all income of the trust property for the tazable vear, 
whether actually distributed to him or not. 

Xo consideration is given to the method of accounting for the 
income in the year 1917. before the Act of 1918 took e8ect, since 
no question is asked on this point. 9 hat is sought is information as 
to whether the original owner of the property is liable to income 
taz during the trust period, and the inquiry is directed to the present 
law, the owner contemplating the creation of further trusts. He is 
not so liable. 

It is held, therefore, that tlie beneficiary under the trust specified 
should account. personally for the income, whether distributed to 
him or not, and that the creator of the trust is not liable for income 
taz with respect thereto. 

Section 219, Article 345: Estates and trusts taxed to 5 — 19 — 255. 
beneficiaries. 0. D. 156. 
Where the income of an estate is to be distributed periodically by 

the trustees to the beneficiaries, and the trustees sell part of the prin- 
cipal or corpus of the estate at a loss, the beneficiaries are not allowed 
to deduct any part of the loss in their income-taz returns. 

Section 220. — PROFITS OF CORPORATIONS TAXABLE TO STOCK- 
HOLDERS. 

Section 220, Article 351: Profits of corporation tazable, 1 — 19 — 7i. 
to stocl. -holders. T. B. 4I. '. 
Section 220 does not apply to the case of a corporation which re- 

tains profits to meet the reasonable requirements of its business, 
such as for purposes of meeting maturing obligations, necessary in- 
creased ~orking capital, additions to plant to be made in the im- 
niediate future, or other similar proper purposes, provided that such 
profits are withheld in absolute good faith, and not for the purpose 
of evading any taz or any rate of taxation in force at the time. 
whether a corporation is tazable under section 220 can not be deter- 
mined in advance; it must be determined at a later date in the light 
of what it has actually done with the profits retained. 

Section 220, Article 351: Profits of corporation tazable 2 — 19 — 156. 
to stockholders. 0. D. 106. 
Corporations buying Victory notes with accumulated surplus will 

not subject their stockholders to the provisions of section 220, Reve- 
nue Act of 1918, unless the accumulated surplus is bevond the reason- 
able needs of the business. Investment of unreasonable surplus in 
Victory notes cin not prevent the application of section 220, but 
obviously no unfavorable construction will be based upon the mere 
fact that a surplus is invested in Victory notes. AVhere a distillery 
or brewery business, between now and the time when national pro- 
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hibition becomes effective, holds 1918 earnings or earnings of earlier 
years, either by reason of doubt as to the outcome of pending litiga- 
tion or by reason of a desire to reinvest capital and accumulated 
earnings m a diferent business, such action of itself will not be re- 
garded as bringing the corporation within the provisions of sec- 
tion 920. 

Section 280, Article 351: Profits of corporation taxable 8 —. 19 — 826, 
to stockholders. 0. D. 188. 

Section 220 of the Revenue Act of 1918 applies only to income of 
1918 and subsequent years, and. can not be utilized to force a distri- 
bution of unnecessary surplus accumulated in prior years. To 
such unnecessary accumulations, however, the provisions of the 
acts of October 8, 1918, September 8, 1916, and October 8, 1917, will 
be applicable according to the respective years in which such acts 
were in e8ect and such portions of the surplus were accumulated. 

Section M0, Article 353: Unreasonable accumulation of 15-19&48. 
proflts. S. 1117. 

The question as to the unreasonable accumulation of undivided 
profits is one of fact to be decided upon a consideration of the volume 
of business done and the principles of sound business management. 
The fact that a corporation having capital stock of 10x dollars and 
doing an annual business in excess of 150x dollars has an accumula- 
tion of 55x dollars in undivided profits is not sufhcient basis for find- 
ing that there has been an unreasonable accumulation of profits. 

(S. 158 overruled. ) 

Section 221. — PAYMENT OF TAX AT SOURCE. 

1-19-76. 
0. D. 56. 

When a debtor corporation fails to withhold the 2 per cent tax 
where its bonds contain a tax-free clause and the owner has flled 
Form 1000, there is no obligation on the bank flrst receiving the 
coupons to withhold. the tax, as assessinent will be made against the 
debtor or its disbursing agent based on the tax liability as disclosed 
by the ownership certificates, Form 1000. 

Section 221, Article 36: Withholding tax at source 

6-19-277. 
O. D. 167 

Income tax should be withheld from interest payments to non- 
resident aliens upon bonds at rates in force during year in which 
payments were actually made, although bond interest is held to repre- 
sent income for year during which coupons became due and payable. 
Any tax withheld and paid. to Government in excess of taxpayer's 
liability may be adjusted through claim for refund. 

Section 221, Article 361: Withholding tax at source. 

Section Ml, Article 361: Withholding tax at, source. 7-19-298. 
(Also Sectioii 217, Article 315. ) 0. D. 175. 

If the owner or operator of a mine leases a portion thereof to a 
couth'actor whose operations are separate and distinct from that of 
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t «wner or operator, and nonresident aliens are actually employed by the contractor, the duty of withholding as to such nonresident ihen employees is that of. the contractor rather than the owner or 
operator. 

In the case of a claim for personal exemption by a nonresident 
alien employee for withholding purposes, the name and address of 
the employee should be secured by the employer, regardless of the fact that for the convenience of the employer the employee is I-nown 
by number only. 

Section 221, article 361: Withholding tax at source. 10-1 9-859. 
O. D. 207. 

A. debtor corporation, ha~ing appointed a duly authorized with- 
holding agent, should flic with the collector for the district in which 
. the debtor~corporation is located, notice of such appointme~t. giving 
name and address of the withholding agent. Only one copy is re- 
quired and no special form is prescribed. 

Section 221, Article 361: Withholding tax at source 11-19-885. 
O. D. 220. 

4 bank purchasing abroad coupons from bonds issued by domestic 
corporations will be he!d prima facie to be the recipient of. income. 
Ownership certificates should, therefore, be secured from original 
owners of bonds in order that tax may be withheld as provided in 
sections 221 and 287, Revenue A. ct of 1918. 

Section 221, Article 361: Withholding tax at source. 18 — 19-424. 
(Also Section 213 (c), Article 92 (a). ) O. D. 245. 

Wages earned by a nonresident alien on an occasional coastwise 
vovage on a vessel generally making foreign voyages is income from 
sources within the United States and is subject to withholding. 

Section 221, Article 361: Vi ithholding tax at source 18-19-485. 
O. D. 269. 

When a bank in the United States collects interest upon foreign 
securities for its nonresident alien customers and credits same to 
their account, allowing interest on the balances maintained, the 
identity of the interest derived from foreign securities is lost. and the 
interest thus paid or credited is subject to taxation and withholding 
under the Revenue Act of 1918. 

Section 221, article 361: Withholding tax at source 20-19-512. 
O. D. 279. 

Scrip issued by a corporation to bondholders in pavment of 
interest due upon its bonds is equivalent to cash payments and is 
subject to withholding under the rates in force at the time of is- 
suance. 

Section 221, Article 361: Withholding tax at source. 
(See 1 — 19 — 16, sec. 218(c), art. 92. ) Withholding obligations of 

a domestic corporation in case of payments to a nonresident alien 
individual or to a foreign corporation of interest on obligations of 
a foreign government. 
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Section M1 Article 361: Withholding tax at source. 

(See 18 — 19 — 478 sec. 213(c), art. 92. ) Withholding requirements 
in the case of interest on bonds of a corporation organized in the 
United States but doing no business nor owning property therein. 

Section Ml, Article 362: Fixecl or determinable annual 2-19 — 157. 
or periodical income. S. 975. 

Winnings of horses at a race track credited by the racing associa- 
tion to a nonresident alien owner and trainer of the horses~winning 
such amounts are not fixed nor determinable annual or periodical 
gains, pro6ts, and income within the meaning of section 221 (a), 
Revenue Act of 1918, and no withholding by the racing association 
is necessary. 

Section Ml, Article 363: Exemption from withholding. 2 — 19-158. 
(Also Section M3, Article 404. ) 0. D. 107. 

In cases where tax was withheld from wages of employees who 
refused to sign the old Form 1078, but who have now signed the new 
Folm 1078, the amount oi tax should not be refunded by the em- 

ployer upon execution of the new Form 1078. The amount of tax 
withheld should be reported on Form 1042 and paid to the collector 
of internal revenue for the district in which the withholding 
agent is located, subject to claim for personal exemption provided 
in section. 216 of the Revenue Act of 1918. 

If the personal exemption is not available to the nonresident alien, 
the amount of tax can be refunded only upon execution of Form 46, 
accompanied by a complete return of the individual's income from 
sources within the United States, and evidence establishing the fact 
that tax has been withheld in excess of the actual liability, 

Section 221, Artie'. e 363: Exemption from withholding. 4-19-224. 
0. D. 143. 

In cases where Form 1078 is Ried by aliens a record thereof 
should be made by the employer and certificates forwarded to the 
Commissioner of Internal Revenue, Sorting Division, Washington, 
D. C. , not later than the 20th day of the month succeeding that 
during which the certificates were received. 

Section Ml, Article 363 (a): Personal exemption of. 19-19-498. 
nonresident aliens. T. D. 2920. 

providing for relief of domestic corporations which have assumed 
payment of income tax with respect to tax-free covenant bonds owned 
bv nonresident aliens who are entitled to credits for personal ex- 
emption and dependents, but whose incomes from sources in the United 
States do not exceed such credits. 

The final edition of Regulations 45 is amended by inserting im- 
mediately after article 363 a paragraph which will be known as 
article 363a, as follows: 

AaT. 868a. Personal eaemption of nonresident aliene. — In case a non- 
resident alien is entitled to personal exemption and credits for dependents in 
accordance with paragraphs (c), (d), and (e), section 216 of the Revenue 
Act of 1918, and his gross income from sources in the United States, including 
bond interest, does not exceed his personal exemption and credihs for de- 
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«ertificate, Form 1001B, should be executed and filed 
if any part of the gross income is derived from interest 

b""ds «a domestic corporation which contain a tax-free covenant clause. 
The certificate may be filed with the withhoiding agent at the end of the 
calendar year but not later than February 1 of the succeeding year and all 
such certificates shouhi be attached to the annual list return, Form 1013. 
The amount of tax due from the withholding agent as shown by Form 1013 
may be reduced by 2 per cent of the aggregate amount of interest pavments 
made to the nonresident alien upon tas-free covenant bonds during the cal- 
endar year, and the amount of tax represented by the certificates, payment 
of which was assuined on monthly list return, Form 1012, »-ill not be included 
in the assessment against the withholding agent. The certificate may be 
filed only by a citizen or subject of the countries enumerated in paragraph 
(a) or (b) oi' article 307, as amended. In case tax in evcess of a nonresident 
alien's tax liability has been withheld from interest upon bonds which do 
not contain a tav-free covenant clause, the nonresident alien should file or 
cause to be filed with the collector of internal revenue a return of his gross 
income from all sources within the United States, acconipanied by a claim 
for refund on Form 40. 

Section 221, Article 364: Owners!iip certificate. : for in- 21 — 19 — 526. 
tere. =t coupons. T. D. 29'~'3. 

1. In view of the fact t!iat the revised forms of oivnersliip certifi- 
cates were placed at the disposal of the public over three moiiths ago, 
this office is of the opinion that a reasonable period of time !ias 
elapsed in which to permit the public to have become familiar» ith 
them. In order, however, to prevent inconvenience to individuals 
and organizations required to use such forms, old forms of ownership 
certificates will be accepted» ith respect to interest due on ancl prior 
to November 1, 1919, when received from continental I. nited state. =, 

and with respect to interest due on and prior to December 1, 1919, 
v hen received from abroad. 

2. Banks and collecting agents, debtor corporations, and withhold- 
ing agents shall refuse to accept the old forms, in connection with 
interest due, after the respective dates n;imed herein, and collectors 
of internal revenue receiving monthly returns accompanied by certif- 
icates on the old forms, »hen it shall appear that such certificates 
were filed with debtor corporations or withholding agents. with 
respect to inter'est clue subsequent to such dates, shall require the 
debtor corporation or withholding agent concerned to secure cntifi- 
cates on the revised forms. 

3. In order that the fulfillment of the requirements herein pro- 
vided may cause as little hardship as possible to individual. -, banks, 
collecting agents, debtor corporation. =, etc. , collectors should satisfy~ 

themselves that they have a sufficient supply of the revised form=. on 
hand to meet anticipated clemands, and»here the supply is not 
deemed sufficient, requisition should be made without clelay for . uch 
additional quantity as may be necessary. Collectors are requested to 
disseminate this inforniation throughout their districts as quicl-lv as 
pos. -ible. 

Section 221, Article 364: Ownership certificates for in- 21 — 19-i'. 
tercet coupons. O. D. ~~4 

Bonds issued by the %Var Finance Corporation are not Cgovern- 

ment bonds, hence ownership certificates are required when coupons 
are presented for payment under article 364 of Regulations 45. 
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Section 221, Article 864: Ownership certificates for in- 
terest coupons. 

(See 17 — 19-478, sec. 257, art. 1091. ) Certified copies of ownership 
certificates. 

Section 221, Article 865: Form of certificate where 4-19 — 225. 
withholding required. O. D. 144. 

Form 1000, revised, should be used by nonresident alien individ- 

uals, fiduciaries, and corporations only when the bonds are issued 

by domestic or resident corporations, whether or not the bonds con- 
tain a tax-free covenant clause. A foreign corporation not engaged 
in trade or business within the United States which has a fiscal 

agent in the United States is not a resident corporation. 

Section 221, Article 865: Form of certificate where 29 — 19-628. 
withholding required. O. D. 889. 

Personal service corporations are to be treated, so far as practi- 
cable, on the same basis as partnerships for the purposes of with- 

holding under section 221(b) of the Revenue Act of 1918. Corpo- 
rations which have received notice from the Income Tax Unit that 
their returns as personal service corporations have been approved 
may thereafter and not before issue ForIn 1000 in collecting interest 
from bonds or other obligations of a corporation containing a so- 
called tax free covenant clause in the sante manner and to the same 
extent that partnerships are authorized to use that form. The form 
should bear the stamped or written notation, "Approved by the 
Treasury Department as Personal Service Corporation on (date). " 

Section 221, Article 866: Form of certificate where no 
withholding required. 

(See 81 — 19 — 658, sec. 256, art. 1078. ) Form of ownership certifi- 
cate required from nonresident alien bondholders in the case of in- 
terest on bonds of a corporation organized in the United States, but 
transacting no business and owning no property therein. 

Section 221, Article 870: Return of tax withheld 16-19-468. 
0. D. 258. 

Tax erroneously withheld from the wages of a nonresident alien 
seantan, who can not now be located for the purpose of making 
refund, should be repotted on the annual list return, Form 1042, 
a, nd paid to the Government, and when the seaman is located he 
should be advised of his right to file claim for refund. 

Section 221, Article 871: Withholding in 1918 2-19-159. 
O. 811. 

Where a corporation withheld dur ng the year 1918 tax pursuant to 
Revenue Acts of 1918 and 1917 from the income of foreign corporations 
not having an ofhce or place of business in the United States, and such 
withholdings were made against dividends and bond interest paid to 
the foreign corporations, only such sums need be returned as are 
required to be withheld from income subject to withholding under the 
Revenue Act of 1918; any amounts withheld under the Revenue Acts of 
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1916 and 1917 from income not subject to withholding under the 
Reveune Act of 1918 may be paid over to the persons from whom they 
were withheld. 

Section 221 (a), Revenue Act of 1918, which applies alike to non- 
resident aliens and foreign corporations (sec. oM7) 

& 
provides: 

That all individuals, corporations, and partnerships in whatever capacitv 
acting, including lessees or mortgagors of real or personal property, fiduciaries, 
emplovers, and all officers and employees of the United States having the con- 
trol, receipts, custodv, disposal, or paymeut of interest, rent, salaries, wages, 
premiums, annuities. compensations, remunerations, emoluments, or other fixed 
or determinable annual or periodical gains, profits, and income of any nonresi- 
dent alien individual (other than income receivM as dividends from a cor- 
poration which is taxable under this title upon its net income) shall (except 
in the cases provided for in subdivision (b) and except as otherwise provided 
iu regulations prescribed by the conuuissioner under sec. 217) deduct and 
withhold from such annual or periodical gains, profits, and income a tax equal 
to 8 per ceut thereof: Proeided, That the Commissiorer may authorize such 
tux to be tleducted and withheld from the interest upon any securities, the 
ouners nf which are not Lmown to the withholding agent. 

It appears that a corporation withheld during the year 1918 tax 
pu& suant to the Revemle Acts of 1916 and 1917 from the income of 
foreign corporations not having an once or place of business in the 
United States and that the withholding was made against dividends 
and bond interest paid to such corporation. 

The inquiry presented is as to whether or not the withholding agent 
should pay over to such foreign corporations the amount withheld in 
the case of dividends and only file return and pav over the amount 
withheld on bond interest, or whether the aggregate sum withheld 
against dividends and bond interest should be applied against the 
amount required to be withheld under the Revenue Act of 1918. 

Under the Revenue Act of 1917 withholding at the rats of 2 per 
cent was required on the payment of dividends of domestic cor- 
porations to foreign corporations not engaged in business in the 
I. nited States and not having an once or place of business therein. 
(Sec. 9. ) Under the Revenue Act of 1918 dividends payable to a 
foreign corporation, where the dividends were received from a cor- 
poration which is taxable upon its net income, are exempted from 
withholding. 

In Regulations 45, article 871, it is said: 
In all such cases where a withholding agent withheld the tax pursuant to the 

Revenue Acts of 1916 and 1917 from the income of foreign corporations not 
engaged in trade or business within the United States and not huviug an office 
or place of business therein, he need return only the sum withheld to an amount 
not in excess of the aggregate sum required to be withheld by the terms of the 
Revenue Act of 1918 from income pai&l over by the withholding agent. 

The term "aggregate" used in this article must be construed to 
include only such sums as are required to be withheld from income 
subject to withholding under the Revenue Act of 1918; that is, 
amounts withheld under the Revenue Acts of 1916 and 1917 from 
income which is exempted from withholding by the Revenue Act o( 
1918 may not be included in the "aggregate sum required to be 
withheld by the terms of the Revenue Act of 1918, " Thus amounts 
withheld from a foreign corporation under the Revenue Acts of- 
1916 and 1917 from dividends of 8 corporation which was taxable 
upon its net income mav not be included in the "aggregate" sum fo 
bs withheld under the Revenue Act of 1918, such income being ex 
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pressly exempted from withholdmg under that Act. Sums so w'th- 
may be paid over to the person from whom they were withbeld- 

t is, therefore, hehl that where a corporation withheld during the 
year 1018 tax pursuant to the Revenue Acts of 1916 and 1917 from 
the income of foreign corporations not having an office or place of 
business in the United States, and such withholdings were made 

against dividends and bond interest paid to the foreign corporations, 
only such sums need be returned as are required to be withheld from 
income subject to withholding under the Revenue Act of 1918; any 
amounts withheld under the Revenue Acts of 1916 and 1017 from 
income not subject to v ithholding under the Revenue Act of 1918 
may be paid over to the persons from whom they were withheld. 

Section 221, Article 878: Release of excess tax withheld. 

(See 8 — 10 — 196, sec. 217, art, 815. ) If Form 1078 or its equivalent 
is filed by an alien with his employer on or before the last day of 
taxable year, employer may refund entire amount of. tax withheld 
during year. 

Section 222, Article 381: Analysis of credit for taxes. 26 — 10 — 598. 
(Also Section 214, Article 131, ) O. D. 317. 

Income and war-profits taxes paid to a foreign country by a citizen 
of the United States residing in such foreign country on income from 
sources within the United States can not be treated as a credit for 
taxes under section 222. Such taxes are deductible under section 
214 (a, ) 8 in computing. net income in his return to the United States. 

12-19-407 
O. D. 232 

Section QM, Article 383; Conditions of allowance of 
credits. 

(Also Section 238, Article 611. ) 
B here under a foreign income tax 1;»v corporations are required to 

withhold a fixed percentage of the total amount of dividends paid to 
the stockholders in this country, such tax being withheld in a lump 
sum, although imposed upon the individual stockholders, the 
amounts withheld not being itemized by the foreign government, in 
lieu of the individual tax receipts required to be attached to Form 
1116, the taxpayer may attach to the return on Form 1116 his aAi- 
davIt showing the number of shares held during the year, ivhethcr 
or not any of the shares held by him v ere acquired or sold during the 
year, giving dates and number of shares so acquired or sold; the 
total numbe~r of shares outstanding on which the dividend was de- 
clared regardless of ivhether the di~vidend was paid to citizens of the 
United States or other Governments; and the total dividends paid or 
accrued on such shares during the year, and attach to and make a 
part of such affidavit a certified copy of the tax receipts from the 
foreign tax collector sho~ving the payment of the tax en bloc, with ' 
copies of any other documents which he may have that will serve to 
corroborate the facts set forth in such affidavit. 

The amount of the credit claimed should be computed by dividing 
the total tax withheld by the total number of shares of the corpora- 
tion outstanding and multiplying this result by the number of shares 
helcl during the entire vear. In the event that any of the shares 
were acquired or disposed of during the year, an adjustment sliould 
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be made showing the amount of tazes properly allocated to the 
&lividends received after acquisition or before disposition of the stock. 

Section 223. — INDIVIDUAL REYURNS. 

Section 223, Article 401: Individual returns 1-19-78. 
O. D. 57. 

)Vhere the property of an alien enemy has been taken over by the 
Alien Property Custodian in accordance with the provisions of the 
Trading With the Enemy Act, and the individual has executed a 
return but has no funds out of wTiich to pay the aniount of tax 
shown, the return should be filed with the collector of Internal 
Revenue for his district as required by law. The individual in such 
case can not be held responsible for failure to pay his income tax. 
The amount of tax is a debt due the I. nited States Govermnent 
ivhich will be considered along with those of other creditors in the 
final disposition. 

Section 223, Article 401: Individual returns 21-19-528. 
O. D. 285. 

A husband and wife can not divide the salary of the husband for 
the purpose of reporting such salary in separate returns for income- 
taz purposes. Income received by the husband, such as rents and in- 
terest from property owned by him prior to his marriage, must be 
reported by the husband after marriage, even though the wife is 
given a one-half interest therein by tlie community property law 
of the State. 

Section 223, Article 401: Individual returns. 80-19-648. 
(Also Section 252, Article 1036. ) O. D. 847. 

If a tazpayer has filed a tentative return for ani taxable vear or 
has paid any amount to a collector of internal revenue on the sup- 
position that he will be liable for payment of tax, and later finds 
that his income was insuflicient to require a return, a statement 
under oath to that efl'ect should be filed in lieu of a complete return. If the tazpayer desires to file a claim for refund of the amount 
erroneously paid, a complete return u ill be required. 

Section 223, Article 401: Individual returns. 
(See 7 — 19 — 297, sec. 219, art. 8IL) A trustee in bankruptcv is re- 

quired to file a return of net income for the bankrupt's estate if the 
net inconie ezceeds the specific exemption of ~&1, 000. 

Section 223, Article 404: Return of income of nonresident alien. 
(See 2 — 19 — 158, sec. 221, art. 868. ) Return to accompany claim 

for excess taz withheld. 

Section 223, Article 406: Verification of returns. 29-19-629. 
T. D. 295L 

Article 406 of Regulations 4 is hereby aniended to read as fol- 
lows: 

ARv. 406. l enfication of returns. — All income tax returns must be verided 
under oath or attlrmation before an ofhcer duly authorized to administer oaths 

103022 — 22 13 
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Section 223, Article 406: Verification of returns 8-19-327. 
0. D. 189. 

American citizens in China, when executing their income-tax re- 

turns, may, when the services of a notary are not available, attach 
to their returns Consular Form 180, properly adapted and made a 
part of their tax return. 

either by the laws of the United States or by the laws of the State or &er 
tory where such officer resides. Persons in the naval or military servic«f 
the United States may verifv their returns before any official authorise 
adnsinister oaths for the purposes of these services. Income tax returns ~e 
cuted abroad may be attested free of charge before 'United States consular 
officers. Where a foreign notary or other official having no seal shall act as 
attesting officer, the authority of such attesting officer should be certl«d «by 
some Judicial official or other proper officer having irnowledge of the appoint- 
ment and official character of the attesting oflicer. 

Section 224. — PARTNERSHIP RETURNS. 

Section 224, Article 411: Partnership returns. 12-19-403. 
0. D. 228. 

As the death or withdrawal of a partner ordinarily dissolves the 

partnership, a return would be required covering the period from 

the beginning of the partnership's taxable year to the date of its 
dissolution. If the business of the partnership is continued as such, 

a new accounting period would be established upon the necessary 
reorganization of the partnership, and its next i+turn should cover 

the period from the date. of reorganization until the end of the tax- 
able year. 

Section 225. — I'IIiUCIARY RETURNS. 

Section 225, Article 421: Fiduciary returns. 1-19-79. 
0. D. 58. 

A fiduciary should file Form 1040 for nonresident alien beneficiary, 
even though the individual's distributive share of income is derived 
from dividends and is less than $5, 000. 

Section 225, Article 421: Fiduciary returns, 10-19-360. 
(Also Section 218, Article 31. ) 0. D. 208. 

A. fiduciary ivho is also the beneficiary of the trust should file a 
return for the estate or trust, and should also file an individual return 
showing his entire income derived from the estate and from all other 
sources. 

Section 225, Article 421: Fiduciary returns. 

(See 7 — 19 — 297, sec. 219, art. 841. ) Trustee in bankruptcy is re- 

quired to file a return of net inconie for the bankrupt's estate if net' 

income exceeds the specific exemption of $1, 000, 

Section 225, Article 425: Return for nonresident alien 28 — 19 — 547. 
beneficiary. 0. D. 292. 

(Also Section 219, Article 841. ) 
The ancillary executor of the estate of a nonresident alien should 

make returns for the estate and pay the taxes due, as agent of the 
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foreign executor, and file personal returns for 1918 for each non- 
resident alien beneficiary on Forms 1040 (revised) or 1040 (a) 
(revised); also a withholding return on Form 1042 (revised), accrsm-. 
panied by Certificate 1098 (revised). 

Section 227. — TI'ifE AND PLACE FOR FILING RETIIRN. 

Section 227, Article 443: Extension of time by col- 24 — 19 — 570. 
lector. T. D. 2935. 

Failure to file final returns where tentative returns have been filed. 
Article 448 of Regulations amended. 

Section 1809 of the Revenue Act of 1918 (approved Feb. 24, 1919) 
provides in part as follows: 

That the commissioner, with the approval of the Secretary, is hereby au- 
thorized to make all needful rules and regulations for the enforcement of the 
provisions of this act. 

In pursuance of the foregoing provision of law, article 443 of 
Regulations 45 is hereby amended to read as follows: 

Aar. 448. Eztension of time by collector. — It is important that the taxpayer 
render before the return due date a return as complete and final as it is pos- 
sible for him to prepare. However, iu cases of sickness or absence collectors 
are authorized to grant a. n extension of not exceeding 80 davs, ~here in their 
judgment such further tune is actually required for the making of an accurate 
return. See article 1002. The application for such exteusion must be macle 
prior to the erpiration of the period for which the extension is desired. The 
absence or sickness of one or more ofiieers of a corporation at the time the return 
is required to be filed will not be accepted as a reasonable cause for failure to file 
the return within the prescribed time, unless it is satisfactorily shown that there 
were no other principal officers available and suifieiently informed as to the 
affairs of the corporation to make and verify the return. As a condition of 
granting an extension of time for filing a return the collector may require the 
submission of a tentative return and estimate of the tax on Form 1040-T in 
the case oi' individuals, or on Form 1081 — T in the case of corporations. and the 
payment of one-fourth of the estimated amount of tax. Where a taxpaver has 
filed a tentative return and has failed to file a complete return ~ithin the 
period of. the extension requested by him, the complete return when filed is 
subject to penalties prescribed for delinquency. Where a tentative return has 
been filed and no time has been fixed within which a complete return must be 
filed, the collector may at any time send notice to the taxpayer to file a com- 
plete return within a period of time therein speeified by hiin, and a taxpayer 
who fails to comply with such request will incur the penalties prescribed by 
statute for delinquency in filing a return. 

Section 227, Article 445; Extension of time in the case 8 — 19 — 199. 
of persons abroad. T. D. 2844. 

Article 445, final edition of Regulations 45, amended to permit tax- 
payers residing or traveiin abroad to pay at the time of filing returns 
only the installments of tax past due without interest at the rate of 
one-half of 1 per centum per month and other installments as they fall 
due. 

The final edition of Regulations 45 is amended by changing article 
445 to read as follows: 

Aax. 445. Extension of tsme im the case of persons abroad. — In view of the 
disturbed conditions abroad and the consequent interference with the usual 
channels of communication, an extension of time for filing returns of ir, come 
for 1918 and subsequent years and for paying the tax is hereby granted in the 
case of nonresident allen individuals and nonresident foreign corporations, or 
their proper representatives in the United States, and of American citizens re- 
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;ding or traveling abroad, including persons in military or naval ser 
duty outside the Ilnited $tates, for such period as may be necessary 
ceedfng Qp days after proclamation by the President of the end of 
with Germany. The installments of tax which are actually due must be paid 
at the time of filing the return and the other installments shall be paid as they 
fall due. In all such cases an affidavit must be attached to the return, stating 
tlie causes of the delay in filing it, in order that the commissioner may de- 
termine that the failure to file the return in time was due to a reasonable 
cause and not to willful neglect and that the return was filed without any un- 

necessary delay. If the showing justifies the conclusion that the failure to 
file the return in time was excusable, no penalty will be imposed. This ex- 
tension is granted as a matter of general expediency to all persons abroad 
owing income, war profits, and excess profits taxes to the Federal Government 
and is not granted upon the request of any particular taxpayer. Accordingly, 
in the case of taxpayers who take advantage of this general extension of time 
for the filing of returns and the payment of tax no interest will be collected 
from such taxpayers, but where a request is made by a taxpayer and an ex- 
tension is granted for other reasons by the commissioner interest will be col- 
lected at the rate of one-half of 1 per cent per month from the time the tax 
would have been due if no extension had been granted. 

. Section 227, Article 445: Extension of time in the case 9-19-160. 
of persons abroad. 0. 809. 

Where persons abroad or foreign corporations take advantage of 
the extension of time granted for the payment of tax, in article 445, 
Regulations 45, interest is not collectible at the rate of one-half of 1 
per cent from such persons or foreign corporations from the time the 
tax would have been due if no extension had been granted. 

A question has been asked as to whether interest is collectible at 
the rate of one-half of 1 per cent per month from soldiers and sailors 
on duty outside the United States where they take advantage of the 
extension of time for filing returns and payment of tax granted tax- 
payers residing abroad in article 445, Regulations 45. 

Section 227 (a) of the Revenue Act of 1918 provides: 
That returns shall be made on or before the 15th day of the third month 

following the close of the fiscal year or if the return is made on the basis of 
the calendar year, then the return shall be made on or before the 15th day of 
Elarch. The Comniissioner may grant a reasonable extension of time for filing 
returns whenever, in his judgment, good cause exists and shall keep a record 
of every such extension and the reason therefor. Except in the case of tax- 
payers who are abroad, no such extension shall be for more than six inonths. 

Section 950 (a) of the Revenue Act of 1918 provides in part: 
Where an extension of time for filing a return is granted, the time for payment of the first installment shall be postponed until the date of the ex- 

piration of the period of the extension, but the time for payment of the other 
installments shall not be postponed unless the Commissioner so provides in 
granting the extension. In any case in which the time for the payment of any installment is at the request of the taxpayer thus postponed there shall be 
added, as part of such installment, interest thereon at the rate of one-balf of 1 
per cent per month from the time it would have been due if no extension had 
been granted until paid 

For interest to be collectible, under section 950, supra, the post- 
ponement of the time of payment must be "at the request of the tax- 
payer. " (Art. 1008, Reg. 45. ) But under article 445, Regulations 
45, the time for the payment of taxes is extended, under certain con- 
ditions, to all persons abroad owing taxes to the United States, in the 
following language: 

In view of the disturbed conditions abroad and the consequent interference 
with the usual channels of communication, an extension of time for filing ra- 
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Part III. — Corporations; 

Section 230. — TAX ON CORPORATIONS. 

Section 230, Article 503: Corporations liable to tax 4 — 19 — 227. 
S. 1001. 

IVhere the holders of the entire common stock of a corporation 
agree to pool their stock interests and share in a certain portion of 
the profits accruing to the corporation according to fixed arbitrary 
percentage, rather than in proportion to their respective stock hold- 
ings, the corporation is still taxable as such and is not to be treated 
as a partnership for purposes of the income tax. 

Section 230, Article 503: Corporations liable to tax. 
(See 11 — 19 — 386& sec. 233, art. 541. ) Gains derived from the sale of 

a corporation's assets with a view to its liquidation, 

Section 230, Article 503: Corporations liable to tax. 
(See 10 — 19 — 351, sec. 1, art. 1504. ) When trusts are taxed as cor- 

porations. 

Section 231. — CONDITIONAL AND OTHER EXE iIPTIONS. 

Section 231, Article 511: Proof of exemption. 1-19-85. 
0. D. 60. 

A railroad company, which turns all of its income over to a chari- 
table institution as a dividend does not coine within the provision of 

»ns of Income for 1918 and subsequent years and for paying the tax is hereby granted» the case of nonresident alien individuals and nonresident foreign 
corporations or their proper representatives in the United States, and of Ameri- 
can citizens residing or traveling abroad, including persons in military or naval 
service. on duty outside the United States for such period as may be necessary, 
not exceeding 90 days after proclamation by the president of the end of the 
war with Germany. The whole tax shown to be due must be paid at the time 
of filing the return. In all such cases an afiidavit must be attached to the re- 
turn stating the causes of the delay in filing it, in order that the Commissioner 
may determine whether the failure to file the return in time was due to a. rea- 
sonable cause and not to willful neglect. If the showing justifies the conclusion 
that the failure to file the return in time was excusable, no penalry wilt be 
imposed. 

This extension of time was granted by the Commissioner of In- 
ternal Revenue in order to take care of the unusual conditions caused 
by the war. It was granted alike to all persons abroad owing taxes 
to the Federal Government. The extension of time was granted as 
a matter of general expediency and not upon the request of any par- 
ticular taxpayer, Accordingly, interest can not be collected from 
the time the tax ~ould have been payable if the postponement had 
not been granted. 

It is therefore held that where persons abroad or foreign corpora- 
tions take advantage of the extension of time granted for the pay- 
ment of tax, in article 445, Regulations 45, interest is not collectible 
at the rate of one-half of 1 per cent frown such person or foreign 
corporations from the time the tax would have been due if no exten- 
sion had been granted. 
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section 231 (19), as it is actively engaged in the operation of a 
road system. 

7-19-MO. 
0. D. 177. 

A. corporation managed by five trustees, operating a theater build- 
ing erected as a memorial, the net income from which is to be turned 
over to a city, for its use and benefit, is not one organized for the 
"exclusive purpose of holding title to property, collecting income 
thereform and turning over the entire amount thereof less expenses r 

rr to an organization which itself is exempt from income tax, and is 
required to file returns of annual net income and to pay any tax there- 
by shown to be due. 

Section Ml, Article 511: Proof of exemption 

Section 231, Article 511: Proof of exemption 8-19-828. 
0. D. 190. 

In dealing with cases coming under section 281, the character of 
the corporation must be judged by its articles of incorporation, 
constitution, and by-laws rather than by the declarations of its 
officers or the method by which it conducts or has conducted its 
business. Accordingly, if the activities of a company are confined 
to cooperative selling for the benefit of its patrons, but it is granted 
additional powers by its charter, it will nevertheless be. required to 
file returns and pay the tax if any shown to be due. 

Section 831, Article 515: Building and loan associa- 19-19M99. 
tions. S. 1140. 

INGOME TABS: AGTs OF OGToBER 8, 1913, Szrrxrrrrrxa 8, 1916, krrn FEB- 
rrvxrrx 24, 1919. 

Building anrf Loan associations. — Where a. building and loan associa- 
tion has no other features vvhich render it liable to income tax, it 
will ordinarily not be subject to tax merely because— 

(1) It has paid-up sharers which are (a) preferred as to earnings, 
and (b) have a definite rate of interest which may be higher than the 
rate of dividends paid on other stock (Park View Building & Loan 
Association rr. Herold, 203 Fed. , 876; C. C. A. , 210 Fed. , 577; T. I). 
1941), or 

(2) Its balance sheets show that it is lending consider. . able sums to 
nomnembers (Central Building, Loan & Savings Co. v. Bowland and 
Bellefontaine Building & Loan Co. e. McMaken, 216 Fed. , 526), or 

(8) It is a regular borrower of large sums of money which it uses 
for loans to members, the dues paid by members being entirely in- 
adequate for the business transacted by it (Bellefontaine Building & 
Loan Co. v. MeMaken, 216 Fed. , 526, supra). 

Where a building and loan association has an amount of paid-up 
capital which is so large as to be entirely out of proportion to the 
amount of running shares on which members are paying, it may or 
may not be liable to income tax, the liability to tax of such an institu- 
tion depending upon the facts of the particular case. 

Reference is made to the statement of the Income Tax Unit that 
from an examination of the reports of banks and building and loan 
associations it has become convinced that a large number of institu- 
tions are escaping taxation on the ground that they are building and 
loan associations when in fact they do not come within the words of 
the statutory exemption. Question is asked as to whether there is 
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y obstacle to a hoI~ that the foHowing institutions are not 

exempt as not being within the words "domestic building and loan ' ns — organized and operated for mutual purposes and 
without profit ": 

(1) A. building and loan association which has paid-up shares 
which are (a) preferred as to earnings, and (b) have a definite i'ate 
of interest which may be higher than the rate of dividends paid on 
other stock; 

(2) Institutions whose balance sheets show that they are lending 
considerable sums as banks, dealing with nonmembers; 

(8) Institutions which are regular borrowers in large sums of 
money which they use for loans to members that is, which are oper- 
ated on a plan under which the dues paid 'hy members are entirely 
inadequate for the business transacted; 

(4) Institutions in which the amount of. paid-up capital is so large 
as to be entirely out of proportion to the amount of running shares 
on which members are paying. 

The act of August 5, 1909& provicled that nothing in section 88 of 
the act imposing an excise tax upon corporations shoulcl apply to 
domestic building and loan associations, organized and operated 
exclusively for the mutual benefit of their members. Paragraph " 6 " 
of section o of the act of October 8. 1918, provided that nothing in 
the section should apply "to domestic building and loan associations, 
nor to cemetery companies, organized and operated exclusively for 
the mutual benefit of their members. " Section 11 (a) of the act of 
September 8, 1916, provided "That there shall not be ta~ed under 
this title any income received by any- 

Fourth. Domestic building and loan association and cooperative banks with- 
out capital stock organized and operated for inutual purposes and without 
profits. 

The provisions of the 1909 act and the 1913 act above quotecl were 
very narrowlv construed by this oSce. Thus article 87 of Re~la- 
tions 88, dated January 5, 1914, provides: 

Domestic building and loan associations are among those enumerated as 
exempt from the requirements of the law. A domestic building and loan asso- 
ciation is held to be one organized under snd pursuant to the laws of the United 
States, or of a State or Territory thereof, or under the laws applicable to Alaska or the District of Columbia. Iiutualitr in operation and in the dis- 
tribution of profits and benefits is essential to exemption. Therefore, in order 
to come within the exempted class such associations must not only be "domes- 
tic, " as defined, but they must be organized and operated exclusively for the 
miitual benefit of the members; that is, all the profits and benefits provided 
for in the articles of association and by-laws must be ratably distiibuted 
among all members, regardless of the kind of stock held, according to the 
amount of money they have on deposit. An association issuin different classes 
of stock upon which diffesent rates of interest or dividends are guaranteed 
or paid, does not come within the exempted class. 

Under this very narrow interpretation few building and loan a--o- 
ciations were held to be exempt from tax. The Pacific Builcling, & I oan Association of Spokane, %'ash. , claimed exemption and ii;. -ti- 
tuted suits against the collector for the recovery of taxes which it 
had been required to pay. The district court for the eastern district 
of )washington held that the company was not exempt from tax. 
stated: 

In view of the provisions for the loaning of the funds of the corporation to 
nonmcnibers, ior issuing preferred or guaranteed interest-paying stock. an4 
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that allowing the directors, upon finding that the income of the association can 
not be loaned profitably, to "cancel any outstanding certificates of general 
stock not borrowed upon, " paying the holder the book value of the stock so 
canceled, thereby being authorized to retire any and all stock in their discre- 
tion (Pacific Building & Loan Association e. Hartson, 201 Fed. , 1011). 

The association was not exempt from tax. 
Shortly thereafter suit was instituted against the collector for the 

fifth district of New Jersey for the recovery of taxes which the Park- 
view Building & Loan A. ssociation had been required to pay under 
the 1909 law. This association "issues two varieties of stock, one 
known as prepaid stock on which the full par value of $200 per share 
is paid by the holder thereof at the time of the issuance of said stock 
and upon which the plainti8 pays to the holder thereof. out of the 
profits of the association the sum of 5 per cent per annum in lieu of 
participation by said stockholder in the general profits of said asso- 
ciation. " The question before the court was whether the issuance 
of this prepaid stock barred the company from exemption. The 
syllabus of the decision is to the e8ect that "where a building and 
loan association was organized under New Jersey Act, April 8, 1903 
(P. I. , page 457), and supplemental acts solely for the purpose of 
making building loans to its members who were entitled to vote in 
the management of the association's afFairs according to membership 
and not by virtue of stock holdings it was an association within cor- 
poration tax law (act of Aug. 5, 1909), exempting such corporations 
from liability for the taxation, though under its plan of operation 
there might be inequality in the returns to the prepaying stockhold- 
ers, etc. , since the word ' mutual' is not to be considered as synony- 
mous with 'equal. '" (Parkview Building 4 Loan Association e. 
Herold, 203 Fed. , 876. ) This decision was aKrined by the Circuit 
Court of Appeals (910 Fed. , 577; T. D. 1941). 

At approximately the same time suits were instituted by two build- 
ing and loan associations in Ohio which borrowed from nonmembers 
and loaned to nonmembers. These were the cases of Central Build- 
ing, Loan k Savings Co. v. Bowland, and Bellefontaine Building A 
Loan Co. e. McMaken (o16 I&ed. , 596). In a lengthy and able opin- 
ion the court reviewed the functions of a building and loan associa- 
tion and reached the conclusion that both of these associations or- 
ganized. in accordance with the statutes of Ohio, were exempt )rom 
tax within a fair meaning of the taxing statute. It called attention to 
the fact that "in the income-tax law of August 28, 1894, section 32 
(Stat. L. , p. 556), exemption is given to 'building and loan associa- 
tions or companies which make loans only to their shareholders, ' and 
in the war revenue law of June 80, 1898, section 17 (38 Stat. L. , p. 
455), is the provision that, 'building and loan associations or com- 
panies that make loans only to their shareholders shall be exempt 
from the tax herein provided. '" Since there was no mention in 'the 
1909 law that only those building and loan associations which made 
loans to their shareholders were exempt from taxation, the court 
inferred . that it was the intention of Congress to exempt building 
and loan associations without regard to whether loans were made 
to other than shareholders. 

With reference to the taxing acts of 1909, 1918, and 1916, it is to 
be observed that certain corporations are exempt from the taxes 
imposed by the several acts. Among these are mutual savings 
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banks which have no capital stock and also domestic building and 
loan associations organized and operated for mutual purposes. Mu- 
tual savings banks are found principally in the New England States 
and in the State of New York. Building and loan associations are 
the principal savings institutions in the States of New Jersey. , Penn- 
sylvania, Ohio, and Louisiana. These institutions have ordinarily 
a, well-define method of operation. As stated by the Supreme 
Court of Pennsylvania in Folk v. State Capital, etc. , Association 
(o14 Pa. 

& 
548 

& 
08 Atl. 

& 
1010): 

'1'he general purpose of building associations is the accumulation of funds 
to be loaned to their rLembers anrl to be repaid in small periodical payments. 
The accumulation from the payment of installments on stock is so slow as often 
to hamper their practical operations, and different methods have been adopted 
to provide funds to meet the demands of borrowing members promptly and 
thus to promote the general purpose. Building associations are authorized 
by the act of June 25, 1895 (P. L. 808), to borrow money for teruporary use 
when applications for loans exceed the accumulations in the treasury, and 
when a series of stock has matured. The issuing by these associations of 
full-paid stock to serve the same purpose as borrowing is an enlargement of 
their scope of operations not inconsistent with their original design, if properly 
restricted. While it has not been expressly authorized by the legislature, 
there is a distinct recognition of the practice by the act of June 22, 1897 
(1'. L. 178), which subjects such stock to taxation. We find nothing unlaw- 
ful in the issuing of full-paid stock the dividends oi' which are not guaranteed 
but are limited in amount and payable only out of the profits, and the holders 
of which are entitled to no preference and have no advantage over other 
stockholders upon distribution in case of loss or insolvency, provided that the 
issue is incidental to the main business of the association and is intended 
to provide a fund from which loans may be made to the holders of install- 
»&e»t stock. To this extent and ior this purpose its issue is within the im- 
plieil powers of such associations. 

As a result of the narrow construction placed by this office upon 
the exemption accorded to building and loan associations by the 
1000 and 1018 acts, Congress passed a private bill (No. 202& ch. 129, 
80 Stat. , 1401) and refunded to building and loan associations taxes 
which had been collected where the statute of limitations had run 
and the associations were barred from filing claims for refund. Prac- 
tically all of the bona fide building and loan associations required 
to pay taxes under the earlier acts have had those taxes refunded 
to them. For the purpose of removing the test of mutuality as a 
condition for exemption from tax the taxing act of September 8, 
1016, was so drafted as to provide that building and loan associa- 
tions, organized and operated for mutual purposes and without 
profit, were exempt from tax. This office has hitherto assumed that 
this la~nguage was to be more broadly construed than the language 
of the earlier acts. 

Apparently. no case has come before the courts for a judicial 
determination as to when a building and loan association is organ- 
ized or operated for mutual purposes. In the Parkview Building 
I Loan Association case (F08 Fed. , 876, 870) the court observed: 

The word "n&utual" can not always be considered a synonym of "equal. " 
Mutual credits are not necessarily equal credits; mutual debts need not be 
equal in amount. That the issuance of prepaid slrares does not destroy the 
rLwtuality among the members of a building and loan association is the opinion 

of Judge Lcndlich, whose work on building and loan associations is deemed 

an authority, ss nray be seen in his discussion of the subject in paragraphs 
461 to 464. That view is also taken by the Supreme Court of Pennsvlvania 

in Folk v. State Capitol Savings Ec Loan Association (214 Pa. , 529, 63 Atl. , 
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3-19-900. 
S. 991. 

Held, upon consideration of the facts, that X Cemetery is exempt 
from income tax as a cemetery company operated exclusively for the 
benefit of its members. (Revenue Act of 1918, sec. 281, par. 6. ) 

The X Cemetery Co. is a corporation organized in order to pur- 
chase. , improve, beautify, perpetuate, and manage X Cemetery. For 
this purpose it is given power to acquire, hold, convey, and encum- 
ber real estate, and to manufacture and sell vaults, mausoleums, and 
other cemetery appliances and improvements, and the right to own 
and operate greenhouses and conduct the business of florists. It 
seems clear that the greenhouse and Aorist business is but an in- 
cident of the cemetery; and the income therefrom, like all other in- 

Section 231, Article 518: Cemetery companies 

1018), where the supreme court affirms the lower court, , which was presided 
over by Judge Endlich. The following quotation from Judge Enduch's opinion 
in that case is helpfuh He says (214 Pa. , 686, 68 Atl. , 1016): 

"That the allowance of a fixed dividend upon such paid-up stock out of tha 
profits of the corporate business is a reasonable incident to its issuance, 
)ust to both classes of shareholders, and not calculated to give either an 
undue advantage over the other; that, on the contrary, the practical eiYect 

of the concurrent issuance of both install~cut and full-paid stock is likely 

to prove beneficial to both classes of shareholders; that no essential character- 
istic of the building association scheme can be regarded as forbidding and no 

essential purpose of it as defeated by this device; that it is contrary to no ac- 
cepted rule of policy applicable to or involved in the nature of building 

associations. " 
It is believed that a build. ing and loan association is organized 

and operated "without profit" within the meaning of the law when 

the total benefits or profits aside from a reasonable rate of interest or 
reasonable dividends paid upon prepaid shares accrue to the share- 

holders still making payments upon their shares. 
Paid-up shares in a building and loan association are an anomaly. 

Liability to tax of such an institution must depend upon the facts 
arising in any particular case. 

In conclusion, it is held. that where a building and loan association 
has no other features which render it liable to income tax, it will 

ordinarily not be subject to tax merely because (1) it has paid-up 
shares which are (n) preferred as to earnings, and (b) have a definite 

rate of. interest which may be higher than the rate of dividends paid 
on other stock (Parkview Building & Loan Association v. Herold 

(903 Fed. , 876; C. C. A. , o10 Fed. , 577; T. D. 1941), or (9) its 
balance sheets show that it is lending considerable sums to non- 

members (Central Building, Loan & Savings Co. v. Bowland and 
Bellefontaine Building & Loan Co. v. McMaken, 916 Fed. , 506), or 
(8) it is a regular borrower of large sums of money which it uses 

for loans to members, the dues paid by members being entirely in- 

adequate for the business transacted by it (Bellefontaine Building 
& Loan Co. v. McMaken, supru). Xo attempt is made in this 
opinion to consider how far the tax liabHity of a building and loan 
association would be aA'ected by the fact that it has an amount of 
pa, id-up capital which is so large as to be entirely out of propor- 
tion to the amount of running shares on which members are paying, 
nor to pass on any other features of operation which might be re- 
garded as depriving, the corporation of its status as a buiIding and 
loan association. 



ome of the corporation, is disposed of in the manner described below. 
The corporation has no capital stock, and pays no dividends to owners of lots. Everv o~ner o f a lot in the cemetery has the right to vote at meetings of the corporation. The object of the corpora- 

tion is stated to be to retire an existing indebtedness; to raise certair. 
money for improvement purposes; to pay the expenses of manage- 
ment; and to use the funds that may come to the corporation the~re- 
after in beautifying said cemetery and in the perpetual care of lot. - 
and the grounds and property of the corporation. The income o+ 
the corporation is derived from the sale of lots. interest upon money 
received for the perpetual care of lots, and charges for burials. This 
income is applied to paying a caretaker, or the services of certain 
oScers, and to yay interest upon indebtedness. Xone of it is credited 
to surplus or mures to the benefit of private stockholders or indi- 
viduals. 

The statute provides for exemption from income tax of "Cemeterv 
companies owned and operated exclusively for the benefit of their 
members. " (Revenue Act of 191S, sec. 281, par. 5. ) 

The corporation in question comes within the exemption. It is. 
in every respect, operated for the exclusiv. benefit of the lot owners. 
who constitute its membership. All of its income is applied in the 
common interest of such members. The fact that it pays interest on 
indebtedness is not material. It is not operated for the benefit of 
its creditors, {See Solicitor's Memo. Xo. S4o. ) Nor is ii material that 
it controls a perpetual care fund, from which income is derived. This 
income, like all its other income, is expended for the common benefit 
of its members. 

It is held, therefore, that X Cemetery Co. is exempt from income 
tax. 

Section 281, Article 517: Religious, charitable, scien- 8 — 19 — 829. 
tific. and educational corporations. T. B. R. 83. 

X liilitary School held to be subject to tazat:on under the Revenue 
Act of 1918. 

The X Military School was incorporated under a law governing 
the formation of private corporations for manufacturing and busi- 
ness purposes. The corporation was organized and is operated for 
the purpose of conducting a military boarding school for boys. It 
has capital stock represented by shares. Its income is derived wholly 
from fees charged its patrons for board and tuition, uniforms, and 
other supplies furnished to cadets. As the corporation is now con- 
ducted, this income. is used to def~ the operating expenses and to 
pav an annual dividend to the stockholders, and the balance is in- 
vested as it accrues in grounds. buildings, and equipment needed in 
the business. The present stockholders of the corporation are all 
directors therein and give all their time and service to the business 
of the corporation. 

The corporation in question is not exempt from taxation unless 
under section 981 of the Revenue Act of 1918, clause 6, which pro- 
vides for the exemption of- 

Corporations organized and operated e~clusireiy for religious, charitable, 
scientific, or educational purposes, or for the prerention of cruelty to children 
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or snhnais, no part of the net earnings of ivhich inures to the benefit «a & 
private stockholder or individual; 

and is not exempt under that clause of the statute (1) unless it, is 
"organized and operated exclusively for s ~ * educatjonal pur 
poses, " and (2) unless "no part of the net earnings * * s inui'es 
to the benefit of any private stockholder or individual. " It is 
cia. irned by the representatives of this corporation that it satisfies 
both of these requirements. 

whether a corporation which, however altruistic and laudable the 
motives of its incorporators and stockholders, was, in form) orgail 
ized for profit, actually distributes a part of its net earnings to indi- 
vidual stockholders as dividends, and accumulates a surplus whjch 
may lawfully be so distributed if its directors so vote, and whjch 
upon dissolution must distribute its capital assets and accumulated 
surplus among its stockholders unless they consent to some other 
disposition thereof, could, by reason of the fact that its business is 
tlrat of education, be said to be organized and operated exclusively 
for "" "' * educational purposes, " within the meaning of the 
statute, if these words stood alone, is a matter of grave doubt. (See 
Brunsw'jck School (Inc. ) v. Town and Borough of Greenwich, 88 
Conn. , 241; State v. Johnston, 214 Mo, , 656. See also Regulations 45, 
art. 517, par. (2). ) This question need not be decided as the limita- 
tion of the exemption to corporations "no part of the net earnings of 
which inures to the benefit of any private stockholder or individual" 
disposes of the case. 

It is conceded by the corporation that a part of its net earnings 
inures to the benefit of the individuals who are its stockholders, 
since dividends are paid to them. Probably, moreover, though it 
need not be decided here, the part of the net earnings which is allowed 
to accumulate inures to the benefit of stockholders svithin the meaning 
of the statute, since the value of the capital stock is thus materially 
enhancecl. (See St. John's Military Academy v. Larson, 170 N. W. , 
269 A'is. ) The taxpayer contends that it has no stockholder who is 
a "private stockholder or individual" within the meaning of the 
statute. 

The consideration of this contention requires a close analysis of 
the statute. The word "priva'te" modifies both the word "stock- 
holder" and the word "individual. " The expression "private stock- 
holder" is somewhat unusual, but the expression "private indi- 
vidual" is not uncommon. (Note that the terms "stockholder" 
and "individual " somewhat overlap. Apparently the word "stock- 
holcler" was necessary to bring within the phrase corporate stock- 
holders and the word "individual" was necessary to bring within it 
members of corporations who were not technically stockholders. 
All the stockholders in the present case are individuals. ) The word 
"private" as applied to an individual ordinarily refers to such indi- 
vidual "in his private capacity" as distinguished from his capacity 
as one of the public or as a representative of. the public. (Thus, in 
Bouvier's Law Dictionary, Rawle's Bd ed. , "private" is defin~ as 
"afFecting or belonging to individuals, as distinct from the public 
generally, Not clothed with ojfice. ") This is the natural meanjng 
of the word "private" in the present statute as applied to an jndj. 
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"' ual and 'nust also be given to the word as applied to a stockholder. „, a n'ngs do not inure to the benefit of a stockholder or individual "»»s Private capacity" when they inure to him as one of the public o»s a rePresentative of the public. They do inure to a stockholder 
ol' indIvidual "in his private capacity" when they inure to him as "seParate" from the public and not as an "ofiicial" or representa- 
tive of the public. This construction of the language gives to the 
word "private" a real significance, as it exempts from taxation cor- 
porations which are in the nature of public charities and those the 
stock of which is held in trust or otherwise for the public. It is in 
accord with article 517 of Regulations 45, which states with respect 
to clause 6 of section 231 of the Revenue A. ct of 1918, here under 
consideration, that- 

It does not prevent exemption that private indiviiluals, for whose henefit a charity is organized, receive the income of the corporation or association. The statute refers to individuals having a personal and private interest in the activi- 
ties of the corporation, such as stockholders. 

A construction of the statute to the effect that no part of the net 
c;irnings of a corporation "inures to the benefit of any private stock- 
holder or individual, " if no part of. such earnings inures to the benefit 
of a stockholder who is not an office or employee of the corporation, 
on the ground that the officers and employees are "official" rather 
Lhaii "private" stockholders is, in the opinion of the Advisory Tax 
Board, unwarranted. An "offIcial" stockholder as distinguished 
from a "private" stockholder is a representative of the public. 

Upon the construction of the statute above set forth the corpora- 
tion in question is clearly taxable. Each individual who is a stock- 
holder therein receives his dividends "in his personal capacity" and 
not either as one of the public or as a representative of the public. 
IIe receives such dividends by reason of his private ownership of 
stock in the corporation, not by reason of his being a member of the 
public. Such dividends when received are his private property in 
the saine sense as is his compensation received for services. Such 
dividends, which constitute a part of the net earnings of the corpora 
tion, inure, therefore, to the benefit of private stockholders or indi- 
viduals. Jt is probable also that the accumulated earnings which 
enhance the value of the stock which is the private property of the 
stockholders are to be regarded as inuring to the benefit of private 
stockholders or iridividuals, within the meaning of the statute, 
though the determination of this point is not necessarily involved in 
the decision of this case. 

It is held that the X Military School is subject to taxation under 
the Revenue Act of 1918. 

Section 831, Article 517: Religious, charitable, scien- 23 — 19-548. 
tific, and educational corporations. O. D. 293. 
An incorporated educational institution whose only source of 

incoine is from tuition and sale of uniforms and supplies to its stu- 
dents, and no part of the net income of which is distributed as divi- 
dends, but is expended in acquiring additional buildings and equip- 
ment, is not entitled to exemption. The corporation is considered as 
capitalizing its earnings by acquiring new buildings and equipment. 
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Section Ml, Article 517: Religious, charitable, scien- 
tific, and educational corporations. 

(See o8 — 19 — 546, sec. 914 (a) 11, art. 951. ) Musical association not 
organized for profit. 

Section 281, Article 518: Business leagues, 1-19-86, 
0. D. 61. 

An unincorporated association formed for the purpose of ascer- 
taining the causes of losses sustained through navigation of vessels 

belonging to its members, thereby reducing such losses, any excess of 
fees, assessments, and interest received over current expenses and 
losses sustained by members being returned to members on a pro rata 
basis, is exempt from taxation and not required to file returns. 

Section 281, Article 517: Religious, charitable, scien- 99 — 19 680- 
tific, and ed. ucational corporations. 0. D. 840. 

An organization incorporated for the purpose of establishing and 
maintaining a day nursery for young children whose parents are 
obliged to work and have no means to provide care for their children 
during the day, and deriving its income from subscriptions and dona- 
tions, and a small amount from securities. , all of which is used in 

promoting the activities of the nursery, is exempt from taxation 
under section 281(6) of the Revenue Act of 1918. 

Section 881, Article 520: Social clubs, 1-19-81. 
S. 958. 

CouNTsx Crus L&xEMrr rsaM Tax. 
& provision in the by-laws af s country club that in the event of the 

dissolution of the club the holder of a life membership shall participate 
in the distribution of the assets of the club after its other debts are 
paid, and before any sums are paid to either regular members or share- 
holders, is not alone sufficient to make the club liable to render income- 
tax returns. 

Section 281 of the Act of . February o4, 1919, provides: 
That the following organizations shall be exeinpt fram taxation under this 

title- 
(s) Clubs, organized snd operated exclusively for pleasure, recreation, and 

other nonprofftable purposes, no part of. the net earnings of which inures to 
the benefit of any private stockholder or member. 

The X corporation shows that it is a club organized for pleasure, 
social, and recreation purposes. Since its organization it has been 
continually operated and maintained exclusively for such purposes 
and is not and never has been operated. for profit or commercial ad- 
vantage. The club is supported exclusively by membership fees and 
dues. Its income and receipts are used for the payment of proper 
and necessary' expenses of operation and maintenance. It maintains 
no surplus fund and none of its income or receipts inures to the bene- 
fit of any private stockholder, member, or individual. No stock- 
holder, member, or individual receives any payment by way of divi- 
dend or otherwise from the income or receipts of the club except 
expenses incurred in the proper conduct of its business. 

From the facts above stated it appears that, this country club oper- 
ates the same as any other country or social club might operate. The 
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"nly ground for the disalloivance of exemption appears to be that in 
the event of the dissolution of the club the holder of a life member- 
ship is to participate in the distribution of the assets of the club, 
after its other debts are paid and before any sums are paid to either 
regular members or shareholders. 

A provision similar to this might be found in the by-laws of. any 
social club. The foresight of the organizers or members of the club 
in incorporating this provision into the by-laws should not operate 
to bar the club from exemption. The facts are very clear that the 
club was not organized for profit, that no dividends are paid to the 
mcinbers, and that it was not organized with the expectation of dis- 
solution. Such provison will not in itself bar the corporation froni 
exemption from i, ax. 

Section 231, Article 520: Social clubs 2 — 19-102. 
0. D. 108. 

A. club formed for the purpos of providing for the members 
thereof a suitable meeting place, a library, and a dining room, where 
meals will be furnished to the members, the income being derived 
from membership dues and the receipts for food, wine, and cigars 
purchased by members, and no part of the net earnings inuring to 
ihe private benefit of e, ny member, is entitled to exemption from 
taxation and. will not be required to file returns of annual net income. 

Section 231, Article 520: Social clubs 20-19-518. 
O. D. 280. 

A. club organized for the purpose of promoting the principles and 
interests of a certain political party, deriving its income from niem- 

bership dues and donations which are used for the purpose of defray- 
ing expenses necessary to the operation and upkeep of its rooms, no 
part of which inures to the benefit of any of. its members, is exenipt 
under section 281 of the Revenue Act of 1918. 

Section 231, Article 581: Mutual insurance companies 1 — 19 — 83. 
and like organizations. O. 790. 

Xvhere a casualty insurance association is organized for the pur- 
pose of insuring its members throughout the State, and not within a 
geographical subdivision thereof, and where it issues policies of insur- 
ance for stipulated cash premiums instead of depending upon assess- 
ments solely for the paynient of its insurance liabilities, and where its 
annual surplus over all expenditures, losses, etc. , may be returned to 
the members in the shape of annual dividends, and where the fund for 
the paynient of salaries and other operating expenses is a large per- 
centage of cash received by it, and it makes permanent investments of 
large amounts in Liberty bonds of the United States, the associatiou 
can not be considered to be of the character of those exempted by sec- 
tion 231, subdivision (10), of the Act of February 24, 1919. 

The X Casualty Co. is organized to insure employers against loss 
in consequence of accident or casualties of any kind to employees, 
or other persons, or to property, under certain conditions. Its char- 
acter is that of a mutual cooperative association wherein there is 
no individual ownership or control of the assets or organization. 
The members in a body have regular meetin~, in person or by proxy, 
direct the policy of management and the general operation of the 
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organization All corporatioils firms liidlvidualsi oi' estates 
their principal place of business in the State may become me 
of this association. 

In the constitution it is declared that the property, real aiid per- 
sonal, of each member shall be liable only for its proportionate share 
of all investments. In the a%davit of the president and the secre- 

tary it is stated that the income of the association consists solely of 
contributions by its members for the payments of losses incurred 
and expenses of running the business. But in the by-laws of&he 
association it appears that these contributions are derived from the 
issuance of policies of insurance for stipulated cash premiums based 

upon estimated wage expenditures and is called the premium fund, 
which is kept in two separate and distinct funds known as the claim 

fund and the general fund. A certain percentage of the premium 

fund is put into the claim fund. , which is used only to pay losses, 
and the balance is put into the general fund to be used mainly for 
expenses, but may be resorted to if necessary to pay losses. 

All surplus of contributions may be returned to the members as 
determined by them. The expenses of the association consist of sal- 
aries to oflicers, counsel, surgeons, clerks, inspectors, and other as- 

sistants, and once and other operating expenses necessary to the 
general conduct of the business. 

Finally, under the order of the board of directors, a large sum 

has been placed in Liberty loan bonds of the United States. There 
is no statement that these bonds were afterwards sold. 

Section 981, subdivision (10), of the Act of February 24, 1919, 
provides that tile following organizations, among others, shall be 
exempt from taxation: 

Farmers' or other iuutual hail, cyclone, or fire insurance companies, mutual 
ditch or irrigation companies, mutual or cooperative telephone companies, or 
like organizatious of a purely local character, the income of which consists 
solely of assessments, dues, or fees collected from niembers for the sole pur- 
pose of meeting expenses; 

I. From all these facts and under the above section of the statute 
it must be concluded that the X Casualty Co. is not exempt from 
taxation, In the first place, the association is not an organization 
"of a purely local character. " The words "of a purely local char- 
acter" found in the above section would not include insurance com- 
panies operating over the whole of a State. "Purely local" refers 
to a very much smaller geographical area than a State. The word 
"local" has been considered in several tax cases; thus, In re Vander- 
bilt's Estate (10 N, Y. Supp. , 289, 949) the Christian Home for 
Intemperate Men claimed exemption from State taxation under a 
special act which exempted from local taxation certain property. 
But the court held that such special act could never have been in- 
tended to extend to taxation by the State. So in People v. Pratt In- 
stitute (141 N. Y. , 476; 86 N. E. , 508) it was held that a State law 
providing that property in the city of Brooklyn used for the purpost 
of the Pratt Institute, the revenue of which shall be exclusivelp 
devoted to such purposes, "shall not be subject to local taxation' 
exempted such property from all taxation except for State purposes 
(Reversing 95 N. Y. Supp. , 155. ) Thus the word "local" refers t& 

some political subdivision or section of the State. Consequently 
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where a corporation's activities are limited only by the borders of its 
S«t it c~ not be considered to be purely local in character. 

come of the association Wnsists not of assessments which 
are levied agam& the members from time to time as losses occur but 
are derived from stipulated cash premiums paid in advance. These 
premiums make up what is called a premium fund, and it is from 
this fund and not assessments from which losses are paid. Further- 
more, all annual surplus of contributions may be returned to the 
members as may be determined by them at their annual meetings. 
These facts determine that the association is of a character difFerent 
from that contemplated by subdivision (10) of the above section. 

III. The large percentage of the premium fund which is devoted 
to the payiuent of the expenses of the association also shows that it 
is not of the character of the organization contemplated by subdivi- 
sion (10) of the above section. It is more like the ordinary mutual 
insurance company which is run for gain as well as for the insurance 
that it ofFers to the members. The companv emplovs a large force, 
consisting of oflicers, counsel, surgeons, clerks, inspectors, and other 
assistants, said to be necessary to the general conduct of the business, 
whereas in the ordinary organization contemplated bv the above sec- 
tion and subdivision the expenses paid for salaries, etc. , are limited 
to a very few persons and are merely nominal in anlount. 

IV. Regulations 45, part 2, under this act provide that the receipt 
of interest upon Liberty bonds, where they were purchased as a 
patriotic duty and were afterwards sold, will not defeat the exemp- 
tion. But it does not appear from the facts given in this case that 
the company afterwards sold these bonds, so the inference must be 
that the bonds are still held for investment. XVhere such bonds are 
bought as a permanent investment, receipt of the interest destroys 
the exeinption. 

Therefore, it is concluded that where an association is organized 
for the purpose of insuring its members throughout the State and 
not within a geographical subdivision of the State, ~here it issues 
policies of insurance for stipulated cash preniiums paid in advance 
instead of depending upon assessments solely for the payment of its 
losses. and where the fund for the payment of salaries and other 
operating expenses is a large percentage of the ca. h received, and 
where it makes permanent investments of large amounts in Liberty 
bonds of the United States the association is not of the character o f 
those exempted by section 281, subdivision (10) of the Act of Febru- 
arv 24, 1919. 

Section 231, Article Nl: Mutual insurance companies 1 — 19 — S2. 
and like organizations. 0. 792. 

A company or association which transacts business in more than 
one State mar be "of a purely local character" within the meaning 
of section 11 (a), Act of September 8, 1916, as amended. 

Opinion has been requested as to whether a company or asso- 
ciation which transacts business in more than one State could be a 
"like organization of a ' purely local ' character" within the mean- 

ing of section 11 (a) of the A. ct of September 8, 1916, as amended 

by the A. ct of October 8, 1917. 
1030"" — 22 — 14 
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Section 11 (a) of the Act, as amended, reads as fo]jows: 
Tenth. Farmers' or other mutual hail, cyclone, or fire insurance company, 

mutual ditch or irrigation company, mutual or cooperative telephone company 

or like organization of a purely local character, the income of which consists 

solely of assessments, dues, and fees co'lected from memhers for the sole 

purpose of meeting its expenses. 

An organization of a "purely local character" contemplates one 

whose business activities are confined to a particular community, 

place, or district, . If its operations are extended beyond such a com- 

munity, place, or district, it is not "purely local. " The word 

"purely, " as used in th!s section, intensifies and limits "local, " and 

indicates the clear intention of Congress to exempt from taxatiou 

the income rf only such "like organizations" as are entirely and 

unqualifiedly "local" in their operations; thus excluding all idea 

of organizations (other than those specifically named) whose activ- 

ities are of a "general" as distinguished from a "local" character. 

The business operations of such a "like organization" might be 

confinecl to a particular community, place, or district, thus bring- 

ing it within the meaning of the words "purely local character, " 
and yet cover portions of more than one State. This question is not 

controlled by State lines. Not infrequently even small communi- 

ties include within their boundaries portions of diflerent States. 
The words "purely local character" imply a single locality, irre- 

spective of political subdivisions. On the other hand. , they clearly 

repel the idea of several diferent, disconnected fields of operation. 
It is therefore helcl that a compa~ny or association which transacts 

business in more tlian one State may be a "like organization of a 

'purely local' character" within the meaning of section ll (a) 
of the Act of September 8, 1916, as amended by the Act of October 

3) 1917. 

Section o31, Article 521: Mutual insurance companies 1-19-87. 
and like organizations. O. D. 69. 

Mutual health and accident associations are held not to be ex- 

empt under the Revenue Act of 1918. 

Section o31, Article Nl: Mutual insurance companies 1-19-88. 
and like organizations. O. D. 68. 

A travelers' association providing for flxed death benefits to the 
bencficiaries of the members is held to be a mutual life insurance 
association rather than a fraternal beneficial society. Since the 
law provides no exemption for mutual associations of this char- 
acter, they a. re liable for returns and must pay the tax. if any, 
shown to be due. 

Section Ml, Article SRl: Mutual insurance companies 14-1~67. 
and like organizations. 0. D. 252. 

A. mutual liability insurance company deriving its income from 
premiums and. assessments of its members which are used to defray 
operating expenses and to indemnify its policy holders against 
amounts which they are required to pay under a workmen's com- 



INCOME TAX RULINGS. 207 
pensation law, is not within the class of corporations speci6cally ex- 
empted by the Revenue Act of 1918 «nd must 6le a return showing its net income. 

Section 281, Article 521: hlutual insurance companies 25 — 1~86. 
and like organizations. 0. D. 81~. 
An insurance association incorporated under the laws of a certain 

State for the purpose of permitting automobile owners to exchang 
contracts of insurance and indemnity without becoming jointly liable 
as subscribers on any risks, its only source of income being from 
assessments, dues, and fees collected *om members for the sole pur- 
pose of meeting expenses, is a "like organization of a purely local 
character" within the meaning of section 281 of the Revenue Act of 
191B and is exempt from income taxes. 

Section 281, Article 521: Mutual insurance companies 26-19 — 594. 
and like organizations. O. D. 818. 
A mutual irrigating ditch company providing for its expenses by 

assessment ag. . 'nst its stockholders and receiving no other income 
except certain rents derived from the use of its surplus water does not 
comply with all the requirements of section 281 (10) inasmuch as its 
income does not consist solely of assessments, dues, and fees collected 
*om members, and will be required to 6le returns of annual net 
income and pay any tax due thereon. 

Section 231, Article 522: Cooperative associations. 1-19-84. 
8-952. 

RIGHT To EXEMPTION OF SALES AGENT ENGaG1N6 IN Busztrsss. 

% here an association, formed primarily in order to market the prod- 
ucts of its members, also enga es in the business of buying and selling at a profit, it is not exempt from income tax (Revenue Act of 1916, sec. 11(a), Eleventh; Revenue Act of 1918, sec. 281, par. 11) Solicitor's 
Memo. Xo. 848 revoked. 

Opinion is requested as to whether the X Fruit Co. is exempt from 
income tax. It is an unincorporated association of fruit growers. 
Its primary purpose is to assist its members to market, their fruit, 
but it also buys and sells fruit on its own account and makes a profit 
in this way. It has also raised money to be used in the business of 
the company and in making loans to growers. It has been agreed 
to hold all pro6ts so acquired intact until a certain date, at which 
time the profits are to be distributed among the members in propor- 
tion to fruit shipped. through the association, or upon which, how- 
ever sold, an assessment has been paid to the association. 

The statute provides for the exemption from income tax of" Farm- 
ers', fruit growers', or like associations, organized and operated as 
sales agents for the purpose of marketing the products of members 
and turning back to them the proceeds of sales, less the necessary sell- 
ing expenses, on the basis of the quantity of produce furnished by 
them. " (Rev. Act of 1918, sec. 281, par. 11. ) There was a similar 
provision in the Revenue Act of 1916 (sec. 11(a), Eleventh). 
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The re ference in the statute is to associations operating exciusiv 
as sales agents for their members. Where an association depar 
from this purpose and engages in an ordinary business pursuit — su( 
as the buying and selling of fruit — it is thereby removed from tl 
exempted class. 

The company should consequently file returns of income, whic 
should include all earnings realized, whether distributed to membe. ' 

or not. 
It is held, therefore, that the X Fruit Co. is not exempt from ii 

collie tax. 

Section 231, Article 529: Cooperative associations. 1 — 19-8', 
O. D. 6 

' 

An incorporated fruit growers' union which conducts its busine. 
at a profit, thereby accumulating a fund out of which dividends ai 
paid, is deprived of exemption from tax if it allows persons who ai 
not fruit growers to acquire stock and thus share in the profits. T 
tlie extent that it has such stockholders it loses its character as sah 
agent acting for the mutual benefit of the fruit growers, and accord 
ingly its exemption from tax also. The union may& however, dedue 
from gross income amounts periodically returned to members as 
refund of profits on business transacted with them, and proportionei 
to the amount of such business. 

1 — 19 — 9C 

O. D. 63 
A. cooperative store managed by a university for the purpose o 

selling to its students supplies of every kind, and in case of. dissolu 
tion its property reverting to the trustees of the school, does no 
come within the class of corporations organized for the exclusive pur 
pose of holding title to property collecting income therefrom an( 
turning over the entire amount thereof. It is actively engaged ii 
the operation of a business in which profits a' re realized a~nd will 
therefore, be required to file returns of annual net income and to pai 
any tax tliereby shown to be due. 

Section 231, Article 5M: Cooperative associations 8-19-880 
O. D. 191 

A cooperative creamery company which buys outright the product, of its members and distributes the proceeds on the basis of the num 
ber of. shares held by each member instead of on the basis of thi 
quaiitity of milk, or butter fat in the milk furnished by such mern 
hers, is not exempt from filing returns and paying any tax found t& 
be due. 

Section 232. — NET INCOME DEFINED. 

Section 232, Article 531: Net income. 
(See 15-19449, sec. O88, art. 541. ) Net income for period covere( 

by return of telephone companies when operated under Government conf i" ol. 
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Section 233. — GROSS INCOME DEFINED. 

209 

Section 288, JLrtiole 541: Gross income. 11-19-886. 
(Also Section 230, Article 508. ) S. 1090. 

Gxixs or a Coarosxmo:; irt paoczss or I. zquln+Troz Dzszvmn rsom S~m or 
PsorzsTr. 

Such gains of a corporation as are derived from the sale of its assets 
with a view to its liquidation and as are measured by the ditference 
between the amount received from the sale and the fair market value 
of the property as of 16arch 1, 191S, where it was acquired prior 
thereto, are taxable income of the corporation, whether or not it is in 
process of liquidation. 

The question is presented by the X Company, whether its gains 
derived from the sale of its property in 1918, which were due to an 
increase in value of the property from and after March 1, 1918, are 
taxable income, in view of the fact that the company, immediately 
after the sale, proceeded to go into liquidation. 

The X Company was chartered in 1909. It was organized pri- 
marily for the purpose of acquiring and developing a certain tract 
of land. This land was purchased immediately following the or- 
ganization of the company, which engaged in no business, except 
such as was incidental to the care and development of the property. 
The land was never leased or otherwise used to produce income. 
There was considerable increase in value of the property from and 
after lilarch 1, 1918. The company sold the property m January, 
1918, receivino therefor an amount considerably in excess of its 
value on Marcli 1, 1918i and immediately proceeded to go into liqui- 
dation. It wound up its a8airs and distributed in liquidation the 
sum of 25y dollars. It was-only prevented from making a final 
distribution by the circumstance that it was advised that the I'. nited 
States Government proposed to treat as income the profits arising 
from the sale of the land, and since the income rates for 1918 had 
not then been fixed by Congr~ it felt it necessary to reserve a suffi- 
cient sum to meet any contingency. After the passage of the Reve- 
nue Act of 1918 the company distributed the furtlier sum of 8y 
dollars in liquidation, retaining merely enough to meet possible 
eventualities in the shape of taxa~tion and legal liquidating expenses. 
The property sold comprised all of its assets. The company con- 
tends that under the special circumstances in its case no part of the 
sum realized *om the sale of its assets should be treated as income. 

By section 280 of the Revenue Act of 1918 there is levied a tax of 
12 per cent upon the net income of every corporation for the calen- 
dar year 1918. 

Section 282 provides that "net income" of a corporation means 
the gross income as defined in section 288, less the deductions allowed 
by section 284. Section 288 in turn defines "gross income" of cor- 
porations to mean "gross income" as defined in section 212, which 
is explained by' section 218. These two sections make the term 
"gross income" include "gains, profits, and income derived 
*om * ~ a sales, or dealings in property. whether real or per- 
sonal, growing out of the ownership or use of or interest in such 
property: also *om a a a income derived from any source 
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whatever. " Section 918 specifically provides that "the amount of 
all such items shall be included in the gross income for the taxable 
pear in which received by the taxpayer. ' Section 909 (a) provides 
"that for the purpose of ascertaining the gain derived 
from the sale or other disposition of property, real, personal, or 
mixed, the basis shall be: (1) In the case of property acquired before 
March 1, 1918, the fair market price or value of such property as of 
that date; 

From these provisions of the Act clearly a corporation's gross 
income must include its gains received which were derived from the 
sale of its property ancl such gains are to be ascertained by taking 
the difference between the amount received for the property and its 
fair market value as of March 1, 1918, where it was acquired prior 
thereto. There is nothing in the Act, to indicate that a corporation 
in process of or contemplating liquidation shall escape the tax 
imposed by the Act, or in any way stand on a difierent footing from 
that of a corporation not m liquidation. Whether in process of 
liquidation is not made a determining element. Section 901 (c) pro- 
vides that "amounts distributed in the liquidation of a corporation 
shall be treated as payments in exchange for stock or shares, and any 
gain or profit realized thereby shall be taxed to the distributee as 
other gains or profits;" but this has reference to the stockholders of 
a liquidating corporation and points out how their distributive, shares 
shall be treated in their hands for the purposes of their tax. It in 
no way directs or tends to direct that the tax imposed upon the cor- 

ration sliall not be paid because it is in process of liquidation. 
hy should such a corporation escape the tax' It has received the 

gain; the gain is by the Act declared to be taxable income; the tax is 
imposed. There seems no escape from the conclusion that the cor- 
poration should pay the tax on such gain. 

It is contended by the company that Lynch e. Turrish (947 U. S. , 
991) by implication places, for tax purposes, a liquidating corpora- 
tion on a difi'erent footing from that of a corporation not in liquida- 
tion, but there appears nothing in the decision of the court to war- 
rant such a conclusion. 

The court decided that where the capital assets of a corporation 
increased in value prior to March 1, 1918, and thereafter a single 
and final dividend was paid in liquidation of the entire assets, with- 
out further appreciation or addition to the assets having accrued, 
no part of the dividend received by a stockholder is taxable under 
the Act of October 8, 1918. The stockholders' and not the corpora- 
tion's gain was considered. The question of increase in value from 
and after March 1, 1918, was not before the court, but the language 
used is significant of what the court might hold in such a proposi- 
tion. It said: 

If increase iu value of the lands was income, it had tta particular time and 
such time must have been within the time of the law to be sub]oct to t' he law; 
that is, it must have been after March 1, 191$. 

The terms of the Act, therein considered (Act of Oct. 8, 1918) are 
difFerent from the terms of the Act here under consideration (Reve- 
nue Act of 1918). The first dict not specifically provide how and 
in what cases gains from the sale of property shoed be determined, 
whereas the latter Act does. The first levied. a tax upon the net 
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income arising or accruing in a taxable gear, whereas-the latter 
levies a tax upon the net mcome received m the taxable year. In 
this latter respect the Revenue Act of 1918 is more like the Act of 
August 5, 1909, which was construed by the Supreme Court to tax 
a corporation tax on portion of the gam which accrued subsequent 
to the incidence of the Act, as and when the gain was received 
through the sale of propertI. (Doyle v. Mitchell Bros. Co. . 21. L. S. , 179; Hays e. Gauley Mountain Coal Co. , 24' U. S. . 189; 
United States e. Clevehnd, Cincinnati, Chicago k St. Louis R. R. 
Co. , 247 U. S. , 195. ) Xo distinction was there drawn between a 
corporation in process of liquidation and one that was not. On such 
a proposition as the one here under consideration we look in vain 
for a court decision drawing such a distinction. 

It is held that such gains of a corporation as are derived from the 
sale of its assets with a view to its liquidation and as are measured 
by the difference between the amount received from the sale and 
the fair market value of the property as of March 1, 1913, where it 
was acquired prior thereto, are taxable income of the coiporation, 
whether or not it is in process of liquidation. 

Section N3, Article 541: Gross income 1 — 19-92. 
O. D. 66. 

The option exercised by a corporation beneflciary in allowing the 
proceeds of an insurance policy to be paid in installments represents 
in fact an investment of such proceeds. Any inter' or profits re- 
ceived over and above the face value of each installment represents 
taxable income to the corporation for the year in which received. 

Section 833 (a), Article 541: Gross income. 8-19-331. 
(Also Section 813 (a), Article 31. ) 0. D. 192. 
(Also Section 313 (b), Article 77. ) 

The excess of the amount of bonds purchased by a bank from the 
Government over the amount of such bonds subscribed for by the 
customers through the bank during the respective periods desig- 
nated by the Government for receiving subscriptions is to be regarded 
as being the amount of principal of bonds originally subscribed for 
by the bank for its own investment. Such bonds are to be listed in 
the return of the bank as property of the bank subject to schedules 
4 and A. -4 of Form 1120, and the interest on such bonds is taxable 
income to the bank except to the extent provided in the Liberty 
loan acts and the supplements thereto. 

The bonds subscribed for by the customers during the subscription 
periods on which no default has occurred are to be deemed the prop- 
erty of the customers and are not to be listed in the return of the 
bank, and the interest received from the Government on account of 
such bonds is not to be returned by the bank as income but is to be 
reported in the returns of the customers. The amount of interest 
received by the bank from its customers on account of bonds carried 
for them (including the amount represented by any coupons re- 
tained by the bank by way of adjustment of accrued interest) con- 
stitutes taxable income to the bank, and no part of such interest, is 
exempt from tax, inasmuch as it is not interest on obligations of the 
United States but is interest on money advanced to lhe customers. 
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Section R33, Article 541: Gross income 12-19-404. 
0. D. 229. 

Telephone companies taken over by the Government, and whose 

compensation has been fixed by the Government, should include such 

compensation in the amount of gross income reported on their re- 

turns, in addition to the income, gains, and profits accruing from 

other sources during the taxable year. Companies whose compensa- 

tion has not been fixed should include in the gross income, in addition 

to other income reported the amount of operating income received, 

and when, later on, the I resident fixes the compensation for the use 

of their properties during the taxable year, they should file amended 

returns showing the total income received and. recompute the tax 
on that basis. 

Section R33, Article 541: Gross income. 12-19-405. 
O. D. 230. 

A corporation owning a nine-tenths interest in a foreign partner- 

ship should, for the purpose of making income tax returns, treat the 

partnership and corporation as separate entities under the Revenue 

Act of 1918. The corporation would be taxable on its share of the 

partnership profits. 

Section R33, Article 541: Gross income. 13 — 19 — 425. 

(Also Section 3RG, Article 831. ) O. D. 246. 

No taxable income accrues to a public utility corporation from a 

mere book. entry charging construction account and crediting income 

account due to charging interest on the company's own funds used 

temporarily for construction purposes, as permitted under the Inter- 
state Commerce Commissions classification; neither will the com- 

pany be allowed to include in its assets such amount of interest 
charged to capital account for the purpose of. determining invested 
capital. 

Section R33, Article 541: Gross income. 15 — 19 — 449. 
(Also Section R3R, Article 531. ) O. D. 255. 
(Also Section 328, Article 855, ) 

A. telephone company should make a 1918 return for its accounting 
period, either calendar or fiscal year, and all income applicable to 
such period should be included in the corporation's return irre- 
spective of the portion of the year during which it may have been. 

operated under bovernment control. The invested capital should be 
computed on the basis of a 12 months' period and not prorated. 

Section 233& Article 541: Gross income. 

(See 21 — 19 — 520, sec. 201, art. 1541. ) Dividends from foreign cor- 
poration under 1917 law. 

Section R33, Article 541: Gross income. 

(See 21 — 19 — 528, sec. 213, art. 52. ) Income accruing to corporatson 
from sale made by incorporators before company is rncorporated. 
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&c~on 233, Article 542: Sale of capital stock 
(See 11 — 19-891, sec. 826, art. 631. ) Commissions paid on sale of 

capital stock. 

Section 233, ~icle 547: Gross income of corporation 
in liquidation. 

(Also Section 239, article 622. ) 

12-19W06. 
O. D. 231 

A. corporation entirely out of business maintaining its corporate 
existence merely for the purposes of liquidation and still holding in- 
come-producing inrestments not yet due is required to file income 
and excess profits tax returns for each year embracing the liquidating 
period. The income received by the corporation from its outstand- 
mg investments is to be returned for tax purposes. 

Section 233, Srticle 549: Gross income of life insurance 20-19 — 514. 
companies. T. D. 2899. 
Income Tax — Decision of court under Revenue Act of' 1918: 
1. Dividends excluded from gross income. — Under the provisions of paragraph 

Q, subdivision (b) of section 2 of. the act of October 3, 1913, that "life insurance 
companies shall not include as income in any year such portion of any actual 
premium received from any individual policyholder as shall have been paid 
back or credited to such individual policyholder within such vear, " a life insur- 
ance companr is not entitled to exclude from its total income during the taxable 
year, for the purpose of ascertaining its gross income, any dividends paid or 
credited to policvholdera from whom it did not receive any premium during 
that vear; and as to such policyholders as it did receive premiums from that 
year it is eutitled to exclude only such part oi' the divideuds paid to those policy- 
holders as did not exceed the amount received from them, respectively, by way 
of premiums during that year. 

2. Dividends consisting of redundancies in precious premium payments. — Xone 
of the cash dividends paid by a life insurance company to its policyholders 
which represent redundancies in previous premium payments are deductible 
from gross income in annual tax returns as "sums other than dividends paid 
within the year on policy * * ' contracts. " 
Section 233, Article 550: Gross income of foreign cor- 2 — 19 — 163. 

porations. 0. D. 109. 
A citizen of the united State=-, resident abroad as agent of a do- 

mestic corporation. receives commissions from the domestic corpora- 
tion and assigns them to a nonresident foreign corporation having no 
oKce or place of business in this country. 

The foreign corporation will not be liable for income tax on the 
amounts received from the agent ot the domestic corporation unless 
such amounts represent, in fact, pavments of profits or income result- 
ing from business conducted in this count«y on behalf of the foreign 
corporation. 

The agent being a citizen of the United States must include the 
commissions in his return as income, notwithstandir g that they were 
assigned to the foreign corporation. 

Section 233, Article 550: Gross income of foreign cor- 23 — 19 — 549. 
porations. O. D. 294. 

(also Section 213, Article 91. ) 
The mere selling of raw materials in this country by a foreign 

corporation through the medium of a mail-order business or unso- 
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licited orders, does not constitute transacting business within the 
United States and any income received from such transactions 
would not be subject to tax. 

Section 234. — DEDUCTIONS ALLOWED. 

Section M4, Article 561: Allowable deductions. 

RULING UNDER REVENUE ACT OF 1909. 

10-19-361. 
T. D. 9880. 

Interest paid by a corporation on a sum representing premiums re- 
ceived from sale of its stock can not be deducted in ascertaining net 
income sub)ect to tax under section 88 of the act of August 5, 1909. 

Section 88 of the Act of August, 5, 1909, imposes on corporations a 
special excise tax with respect to carrying on or doing business 
equivalent to 1 per cent upon the net income over and above $5, 000, 
exclusive of certain stated amounts, and provides that such income 
shall be ascertained by deducting from the gross amount of the 
income received within the year from all sources "interest actually 
paid within the year on its bonded or other indebtedness to an 
amount of such bonded or other indebtedness not exceeding the 
paid-up capital stock of such corporation, s * s outstanding 
at the close of the year, 

There is nothing in the language of the clause quoted above that 
justifies the conclusion that Congress intended that premiums on 
stock sold by a corporation should. be added to its outstanding 
paid-up capital stock in determining the deduction to be made in 
assessing the tax. It follows, therefore, that interest paid by a 
corporation on a sum representing premiums received from sale of 
its stock can not be deducted in ascertaining the net income of such 
corporation. 

Section N4, Article 561: Allowable deductions. 98-19-550. 
T. D. 9927. 

RULING UNDER REvENUE AOT oF 1909. 

SPECIAL EXCISE TAX ON CORPORATIONS — DECISION OF COURT. 

Deductions frere gross income — Taxes paid on behalf of corpora- 
tions. — Taxes paid to a State by various corporations upon shares of 
their stock owned by another corporation are not deductible from 
gross income of this latter corporation as taxes "paid by it, " such 
taxes being not paid by this corporation, but being paid in its behalf 
by other corporations. 

The appended decision of the United States District Court for the 
District of Connecticut in the case of the United States v. Aetna Life 
Insurance Co. is published for the information of internal-revenue 
oScers and others concerned. 

UNITED STATES DISTRICT COURT, DISTRICT OF CONNECTICUT. 

United States, plaintiff, o. Aetna Life Insurance Co. , defendant. 

GARvIN, Judge: This action is submitted to the court for determination upon 
an agreed state of facts. It appears that the defendant, an insurance company 
incorporated under the laws of the State of Connecticut, was subfect to pay 
annually during the years 1909, 1910, and 1911, with respect to the carrying 
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on and doing of its business, the excise tax imposed by section 88 of the act of 
Congress approved August 5, 1909, and was subject in aH respects to the pro- 
visions of that section. 

On or before bfareh 1 in each of these years the defendant duly made its 
return to the collector of internal revenue in the proper district in the form 
prescribed by the Commissioner of Internal Revenue as required by said sec- 
tion, which returns showed that the net income oi the defendant f' or each oi 
these three years exceeded $5, 000 

On or about June 1 of the ye'rs 1910, 1911, and 1912 an excise tax under sai '. 

act was duly assessed against the defendant for the rears ending December 81, 
1909. 1910, and 191L respectively, said tax heing 1 per cent on the net income 
of the defendant. The tax ~as in each case paid as assessed. 

When the defendant filed its return showing its net income for the year 
ending December 31, 1909, it deducted $4 0, 625 as "taxes paid during th~ 
year ending December 31, 1909, imposed under authority of the United States 
or States and Territories thereof. " Of this sum it is conceded that $409, 967. 86 
was lairfulfy deducted. It is claimed by the plaintiff that defendant should 
also have paid a tax of 1 per cent on the remainder, &60. 637. 64, i. e. . 8696. 56. 
Of the latter sum defendant admits liabilitr to the extent of $22L62, leaving 
$46S. 96 in dispute. The amount admitted for 1910 is $348. 17, 8418. 41 being in 
dispute. For 1911, $548. 28 is admitted, $527. 60 being in dispute. These sums 
in dispute represent taxes paid by various corporations upon shares oi' 
their stock owned by defendant, which taxes were imposed during the 
sereral years 1909, 1910. and 1911 by the State of Connecticut under chapter 
54 of the public acts of 190o. 

The deductions allowed a corporation by the aet of August 5, 1909, include "all sums paid by it within the year for taxes imposed under authority of 
the United States or of any State or Territory thereof, or imposed by the 
Government of any foreign country as a condition to carry on business therein" 
The taxes in question were not paid by the defendant, but in its behalf by 
other corporations. 

While it is true that "a statute providing for the imposition of taxes is to 
be strictly construed, and all reasonable doubts in respect thereto resolved 
against the Government and in favor of the citizen" (biutual Benefit Life 
Insurance Co. o. Herold, 198 Fed. , 199, and cases therein cited), no doubtful 

eaning is here involved. The language of the act is clear and explicit. 
The allowable deductions in the case of a domestic corporation are plainly 
set forth. " Deductions allowed from gross income in the case of a domestic corporation: 

"Second. Such net fncomes shall be ascertained by deducting from the gross 
amount of the income of such corporation, joint stock company or association, 
or insurance company, received ~ithin the year from all sourees- 

"(First) all the ordinarv and necessary expenses actually paid within the 
vear out of income in the maintenance and operation of its business and prop- 
erties, including all charges such as rental or franchise payments, required 
to be made as a condition to the continued use or possession of propertr; 

"(Second) all losses actually sustained wfthin the year and not compen- 
sated by insurance or otherwise, including a reasonable allowance for depre- 
ciation of property, if anr, and in the case of insurance companies the sums 
other than dividends paid within the year on policy and annuity contract=. 
and the net addition, if any, required by law to be made within the rear to 
reserve funds; 

"(Third) interest actually paid within the year on fts bonded or other 
indebtedness not exceeding the paid-up capital stock of such corporation, 
joint stock company or association, or insurance company, out~ndfng at 
the close of the vear, and in the case of a banl-, banking association, or trust 
company, all interest actually paid br it within the year on deposits; 

"(Fourth) all sums paid by it within the year for taxes imposed under the 
authority of. the United States or of anv State or Territorv thereof, or imposed 
by the Government of any foreign country as a condition to carry on business 
therein; 

"(Fifth) all amounts received by it within the rear as dividends upon stock 
of other corporations, joint stock companies or associations, or insurance 
companies, subject to the tax hereby imposed. " 

If it had been the intention to permit such a deduction as defendant ur~ 
the act would have provided that there be included "all sums paid by it or 
in its behalf within the year. " 
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Defendant reues upon a decision by the Treasury Departme 
March 24, 1916, reading in part: 

"You are advised that when a corporation pays taxes for its stockholders, 
such payments represent a portion of the earnings of the corporation. w 
instead of being distributed to the stockholders in the form of dividends is 
used in payment of taxes which the stockholders individually owe Should 

you instead of paying the taxes, pay over this sum to the stockholders, 
the stockholders would be required to return the amount as income received, 
and would then be entitled to deduct the same under the item of taxes paid 
during the vear. Under the excise tax law a stockholder which is a corpora 
tion is entitled to deduct from gross income all dividends received from 

another corporation subject to tax, and therefore is entitled to deduct as a 
dividend that portion of the earnings of the corporation in which it owns 

stock, which is represented by the stockholder's tax. For the years 1909 to 
1912, inclusive therefore, the corporation which is a stockholder will bs 
entitled to an additional deduction on account of the taxes paid for it by 
the corporation issuing the stock, for the reason that it produces the same 
result as if the corporation owning the stock was required to return as 
income for these years the full amount of the dividend, including that 
portion of the dividend diverted to pay tax, and then took credit as a deduc- 
tion for this entire amount under the item of dividends received from other 
corporations, and also took credit for the amount of taxes paid under that 
iteru. Under the income-tax law, however, a corporation is not entitled to 
deduct from gross income dividends received from other corporations. Conse- 
quently if. it claims the benefit of deducting from gross income taxes paid 
for it by another corporation it must include such amount in income as the 
deduction counterbalances the receipt. A. s you, the stockholder in this case, 
did not return as income the amount in question, you are not entitled under 
the income-tax law to deduct the same. The claim on account of the tax 
assessed for the year 1918 is accordingly rejected, and you will find inclosed 
notice of demand for payment of this tax. 

"The claim for the abatement of the additional tax assesed for 1912 has 
received favorable consideration for the reason above stated. " 

This decision points out that a corporation making a claim such as is 
advanced by defendant must have included in its return as income the taxes 
which were paid in its behalf by other corporations. No such return was 
made by defendant herein, therefore the decision is not in point even if it 
were controlling on the court. 

There was no refusal or neglect to make a return within the meaning of 
the act and therefore no penalty will be allowed. 

Judgment for plaintiff for $2, 524. 04, with interest from June 9, 1915. 

Section 934, Article 561: Allowable deductions 97-19-604. 
T. D. 9944. 

Southern Pacific R. R. Co. v. Siuenter (C. C. A, Oct. 6, 1919). De- 
duction under section 88, Act of August 5, 1909, of discount on bonds 
sold. 

Where a corporation sold bonds at a discount during 1906, 1907& 
and 1908& no deduction from gross income for the years 1909, 1910, 
and 1911 of sums set aside by ihe corporation to pay such'discount 
at the maturity of the bonds is permitted under the provisions of 
section 88& act of August 5, 1909, authorizing corporations to deduct 
from gross income "(second) all losses actually sustained within the 
year ~ * *" and '(third) interest actually paid within the year 
on its bonded or other Indebtedness * * *. ' Baldwin Locomotive 
IWorks v. McCoach (921 I&'ed. , 59) explained. 

The appended decision of the United States Circuit Court of Ap- 
eals for the Ninth Circuit in the case of Southern Paci6c Railroad 
ompany v. Mucnter, is published not as a ruling of the Treasury 

Department, but for the information of internal-revenue ofhcers and 
others concerned. 
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UNITED STATES CIRCUIT COURT OI APPEALS POR THE NINTII CIRCUIT, NOS. 

8288 AND 8287. TERM, 1919. 
S«uth«n Pacific Railroad Company, a corporation, plaintiff in error, v. August 

hb Muenter, formerly collector of internal revenue et al. , defendants in error. 
(In error to the United States District Court for the Northern District of 
California. ) 

Before Gilbert, Ross, and IIunt, circuit judges. 

GILBERT. Circuit Judge: The court below sustained a demurrer to the com- 
plaint brought by the plaintiff in error to recover certain items of corporation 
income tax ps. id under protest upon its net income for the years 1909, 1910, 
and 1911. The complaint alleged that during the years 1906, 1907, 1908, the 
plaintiff in error borrowed various sums of money, and as security therefor 
issued and sold interest-bearing bonds of the par value of $1, 000, drawing in- 
terest at 4 per cent per annum, and maturing on the 1st day of January, 1955, 
which bonds it was necessary to sell at a discount. The amount involved in 
the action is the sum of $1, 892. 22, income tax upon reserved sums of money 
which the plaintiff' in error had set aside as the pro rata amount of the dis- 
count for the years in question distributed over the entire period until the 
maturity of the bonds, the plaintif in error contending that the discount is to 
be regarded as a portion of the interest which it pays upon the loans. The 
question presented is whether or not money so reserved and set aside by book 
entries to meet the final payment of i. he discount could be deducted from net 
iucorue of the corporation under the income tax law of 1909 (86 Stat. , 102, sec. 
88), That act, so far as it pertains to this question, provides that the net 
income upon which the tax is to be assessed is ascertaiued by deducting from 
the gross income, (second) all losses actually sustained within the year and 
not compensated by insurance or otherwise, (third) interest actually paid 
within the year on its bonded or other indebtedness. 

The plaintif in error refers to Baldwin Locomotive P&'orks v. JfcCoach (215 
Fed. , 967), and the same case on appeal (221 Fed. , 59), as sustaining its con- 
tention. In that case the bonds were 81-year bonds, and the assessor thought 
it proper to deduct 1/81 of the total discount from the gross income of each 
taxable year. The controverted question in the case, however, was whether or 
not the corporation could deduct for the year 1910 the total discount upon the 
bonds which they had sold at 5 per cent discount. The court held that a book 
charge because oi' the sale of an issue of bonds at less than par is not a part 
of the "expenses actually pakl within the vear out of incorue" so as to be 
deducted from gross income. There Ivas no discussion of the question whether 
1/81 part of the total discount deducted for the year had been deducted law- 
fully, as that deduction Ivas not involved in the controversy. IVe thinlr the 
present case is determined adversely to the plaintiff in error by the plain 
language of the statute. The money set apart upon the books caciI year until 
the maturity of the bontls to nIeet the loss which came from selling the bonds 
below par was the application of a prudent and proper system of business, and 
was a wise provision for the future, but it was not the payment of interest, 
nor did it represent a loss actually sustained within the year. The D&oney 

was not in fact paid out. Notwithstanding the books of the plainiifl in error, 
the money is still in its possession, and subject to its control. A system of 
bookkeeping will not justify the GovernInent in claiming taxes, nor Ivin it 
justify the taxpayer in claiming exemption from taxation. The facts n&ust 

control, Baldwin Locomotive V'«rks v, McCoach (221 Fed. , 59); Mitchell 
Bros. v. Doyle (225 Fed. , 487). 

The judgment is affirme. 

Section 234& Article 561; AlloIvable deductions. 
(Also Section 204, Article 1601. ) 
(Also Section 214 (a) 1, Article 111. ) 

8-19-188. 
S. 988. 

SUM PAID poR REINAsE IRORI PURcHAsE CCNTRAOT 

&Vhere a corporation pays liquidated damages in 1919 to be relieved 
from the terms of a contract which called for the delivery of goods in 
1918 and 1919, the loss so incurred is deductible from gross income for 
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the year 1919 rather than 1918. Applicability of sectiou 994(bi Itevo 
nue Aet of 1918, discussed. 

The question under consideration is whether. a sunt paid in 1919 

by a company to be relieved from a contract for delivery of goods 

in 1918 and 1919 is deductible in 1918, the year in which the matter 

was negotiated, though the final agreement and adjustment and pay- 

ment was not made until 1919. 
Section 934(a) (4), Revenue Act of 1918, provides: 

That iu computing the uet income of a corporation subject to the tax. imposed 

bv section 280 there shall be snowed as deductious: 
Losses sustained during the taxable year aud uot coiupensated for by insur- 

ance or otherwise. 

For losses sustained in any taxable year to be deductible they must 

be evidenced by closed and completed. transactions. Regulations 45, 
article 14' (preliminary edition). 

With respect to losses arising from theft or casualty, this office has 
held that the loss is a legal deduction from the gross income of the 
year in which the theA or casualty actually occured. 

Then, too, this circe has held that a fire insurance company was not 
entitled to deduct from its gross income losses incurred upon its 

licies of insurance unpa, id at the end of the year. The loss has 
een allowed as a deduction from gross income of the year in which 

the loss was paid. In Law Opinion 777 it was held that when the 
amount of a loss arising from the failure to deliver munitions in 
1916 was not determined until 1917, such loss was deductible in 1917. 
In the opinion it was said: 

Avhcre a company is sued for some tort committed by its employees or oa 
account of souse accident the loss is generally allocated to the year iu w'hich the 
judgment is rendered against the company. No loss is recognized until fmal 
judgment is rendered. 'this is true of railroads required to keep accounts in 
accordance with regulations of the Interstate Commerce Commission. aud it is 
also true of most mauufaeturing corporations. If it were uot so the aecountiug 
for any given year would not be completed until many years afterwards, and 
if this ofhce were to proceed upon the theory that every loss must be charged: 
back against the iucome of. the year in which the operation occurred giving rise' 
to the loss, the administration of the taxing acts would be an interminable 
accounting proposition. 

In the present case the amount to be paid for the cancellation of the 
contra. ct was not determined nor paid until 1919. The loss was not a 
c48ed and comp&ted transaction until that time. Negotiations were 
entered into in 1918, but the flnal outcome of the same or the amount to 
be paid as liquidated ctamages, was not, and from the nature of things 
would not be, known untiI the final agreement and, adjustment had 
been made. 

If it should appear that the company has sustained a net loss from 
operation for the year 1918 by reason of' the production of articles 
contributing to the prosecution of the war, section 904(b) may be- 
availed of. The amount of net loss claimed must represent, an actual 
net loss over and above all income, including tax-free income. Regu- 
lations 45, article 1601. 

It is held that where a corporation pays liquidated damages in 
1919 to be relieved from the terms of a contract which 'called for the 
delivery of goods in 1918 and 1919, the loss so incurred is deductible 
*om gross income for the year 1919- rather than 1918. 
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Seetit)n ~4, ~cle 561: Allowable deductions. 

219 

20-19-515. 
S. 1145. 

Acl' OF AUQTJST 3, 1909; IKCOMR TAx, o~a G (n), AcT oF OcronEs 3, 1913. 
DeductAme. — Payments tn trustees by a cemetery company, durban 

the taxable year, of a percentage of the proceeds of sales of cemetery 
lots set aside for a "maintenance fund" to be controlled solely by the 
trustees thereof pursuant tn a provision in the charter of the com- 
pany requiring such payments, are not deductible from the gross income 
of the corporatio~ under the &ct of August o, 1909, and the Act of 
October 3, 1913. 

The question arises as to the deductibility by a company of thc 
payments of moneys to trustees for a "maintenance fund" under 
the following statutes: 

Section 88, Act of August 5, 1909, provides that corporations may 
deduct from gross income: 

(first) all the ordinary and necessary expenses actually paid within 
the year out of income in the maintenance and operation of its business and 
properties, including all charges, such as rentals or franchise payments, required 
to be made as a condition to the continued use or possession of property. 

Paragraph G (b), Act of October 8, 1918, contains a provision 
which is almost verbatim: 

(first) all the ordinary and necessary expenses paid within the year 
in the maintenance and operation of. its business and properties, including 
rentals or other payments required to be made as a condition to the continued 
use or possession of property. 

The charter of the M Cemetery Co. provided that a fund to be 
known as the "care fund " be created by the directors by setting aside 
a certain percentage from the proceeds of sales of cemetery lots; the 
interest and income arising therefrom to be used in" the maintenance, 
upkeep, or improvement of' the company's cemetery grounds. " Pro- 
visions were made for the annual election of three or more trustees 
by the stockholders, which trustees were to be custodians of the 
"care fund, " with absolute control as to the investment thereof and 
the expenditure of the income therefrom through the board of 
directors of the company. Following the incorporation of the com- 

pany, sales were made during the years 1910 — 1914, inclusive, and 
10 per cent of the proceeds of such sales were set aside by the board 
of directors as provided in its articles of incorporation. 

The specific question arises as to whether the 10 per cent of the pro- 
ceeds of the sales of lots by the company which were thus set aside 
are proper deductions under the terms of the statute. 

It can not be said that the percentages of sales of cemetery lots set 
aside and paid to trustees to create a perpetual maintenance fund 
can be considered "ordinary and necessary expenses paid within the 

ear in the maintenance and operation of its business and property. " 
t is obvious that the payments were made for the creation of a fund 

which is designed to provide an income for the maintenance of the 
properties of this company during future years. 

It is not believed that the payments can be considered as" charges " 
or "payments" contemplated by the statute "required to be made as 
s condition to continued use or possession of property. " Such 
"charges" or "payments" are of a character required to be made to 



220 I%COME TAX RULINGS. 

sollle one otller than tile corporation and to wlilcll the colpol. ation 
thereafter has no right or expectancy of benefit. In the instant case 
the payments are made to create a fund, the sole benefit of w»ic»s 
to inure to the corporation in future years. Except for the fact that 
these payments pass to the control of trustees who are to administer 
the same in a trust fund for the benefit of the corporation, the trans- 
action does not difFer materially from reserves set aside by any cor- 
poration from its yearly receipts for the future maintenance and 

care of its property. As has been aptly said, it is a "question merely 
of taking the money out of one pocket and putting it into the other. " 

In Solicitor's Memor-ndum Xo. 155 there was consiclered a pension 
fund for the benefit, of employees of a corporation which was to be 

created by contribution thereto by the corporation and the contri- 
bution of a certain percentage of the salaries of its employees. It 
was there held that in view of the fact that tlie fund remained under 

the absolute control of the company, that it was to be taxed as a 
branch of the taxpayer's business, and that the payment to the trus- 
tees by tlie corporation could not be regarded as "ordinary and nec- 

essary ezpenses paid within the year iii the maintenance and opera- 
tion of its business or property. " From this opinion it would seem 

that the holding might be otherwise, provided the beneficiaries of the 
fund !vere given a v~oice in the adininistration of the fund and pro- 
vided the e~zpenditures could properly be classed as "expense" as 
distinguished from capital ex~penditure. In the instant case, al- 

though the payinents pass out of the control of the corporation to 
trustees, yet the fund is held by the trustees for the benefit of the 
corporation and, as in the case considered in Solicitor's Memoranduni 
Xo. 155, the fund is in e8ect a branch of the business of the ceinetery 
coiilpally. 

It is therefore helcl that: 
Payments to trustees by a cenietery conipany, during the taxable 

year. of a percentage of the proceeds of sales of cem~etery lots set 
aside for a "maintenance fund" to be controlled solely by the trus- 
tees thereof pursuant to a provision in the charter of the conipany 
requiring such payments, are not deductible from the gross income 
of the corporation under the act of August 5, 1000, ancl the act of 
October 8, 1013. 

Section 934, Article 581: Allowable deductions. 10-10-369. 
(Also Section 214 (a), Article 105. ) T. B. '!l. %-. 

The»roblem of determining reasonable conipensation for per- 
sonal services is one of difiiculty, in that there are few general rules 
which c;!n be laid dovn as giiides to a decision. . Many factors are 
involved, aniong them being' the character and:!mount of respon- 
sibilitv, ease or difFiculty of the work itself, time required, working 
conditions, future prospects, living conditions of the locality, indi- 
viclual ability, technical training, profitableness to the employer 'of 

the services rendered, and the number of available persons capable 
of perforniing the duties of. the position. These and other factors 
have a bearing, and the aniount of iveight to be attached to each one 
can be determined only in the light of. the circmnstances in each 
particular case. 
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Section 234, Article 561: Allo~ able deduction. = 

Section 234, Jbticle 561: Allowable deductions. 4-19 — 228. 
0. D. 146. 

A corporation keeping its accounts on an accrual basis will not be 
permitted to deduct from gross income a sum in anticipation of the 
amount the corporation may be required to allow as cash discount 
on accounts due and payable in the succeeding year. But anv amounts 
so allowed in the succeeding year before the return is filed may bs 
deducted from gross sales for the previous taxable year. 

Section 234, Article 561: Allowable deductions. 16-19-464. 
0. D. 259. 

Machinery, equipment, or other facilities erected or acquired on or 
after April 6, 1917, for the production or manufacture of sugar is 
considered as contr~ibuting to the prosecution of the war, and the 
cost may be amortized in accordance with the provisions of section 
234 (a) (8) of the Revenue Act of 1918. 

3 — 19-201. 
0. D. 130. 

A domestic corporation will not be required to pay income. excess 
rofits, and war profits taxes on dividends received from a foreign 
olding company whose income was derived entirely from dividends 

on the stock of another domestic company. 

Section 234, Article 561: Allowable deductions 22-19-537. 
0. D. 288. 

A reserve fund created out of the earnings of a corporation for the 
purpose of redeeming its preferred stock is not an allo~able deduction 
in computing the net income of the corporation for tax purposes. 

Section 234, Article 561: Allowable deductions. 14-19 — 438. 
(Also Section 239, Article 621. ) M. 2207. 

In order to obviate the necessity of filing amended returns by 
corporations which filed their completed returns prior to the publica- 
tion of the opinion of the Attorney General and claimed deductions 
on account of contributions to the Red Cross and other recognized 
war organizations, corporations which filed their returns and claimed 
such deductions prior to the issuance of Treasuri Decision 2847, 
should immediately file with the collector of internal revenue a state- 
ment showing the amount of such deductions claimed, the amount of 
the net income as reported and as corrected and the amount of addi- 
tional tax due by reason of the erroneous claiming of the deduction. 
The total amount of additional tax shown to be due bv this corrected 
statement should be paid at once, together with interest on the first 
and second installments thereof from the original due dates. 

In cases where the above procedure is followed, amended returns 
will not be required, and the statements referred to when receivecl by 
the collectors' offices or when received through the collector bv tins 
offlce will be filed with the original returns in lieu of an amended 
return. 

103022~ — 22 15 
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Section 234, Article 561: Allowable deductions. 

(See 5 — 19 — 251, sec. 214 (a) 12, art. 261. ) Losses in inventory and 

from rebates. 

Section 234, Article 561: Allowable deductions. 

(See 5 — 19 — 252, sec. 216, art. 801. ) Taxability of dividends re- 

ceived from foreign corporations deriving income from sources with- 

in the United States. 

Section 234, Article 561: Allowable deductions. 

(See 11 — 19 — 877, sec. 214 (a) 1, art. 101. ) Premium on crop in- 

surance an allowable deduction. 

Section 234, Article 561; Allowable deductions. 

(See 18 — 19 — 418, sec. 214, art. 181. ) Deduction of additional excise 
t, a, xes assessed against a corporation under the Revenue Act of 1909 
and paid during subsequent years. 

Section 234, Article 561: Allowable deductions. 

(See 17 — 19-469; sec. 201, art. 1544. ) Dividends paid in Liberty 
bonds having a market value less than par. 

Section 234, Article 561: Allowable deductions. 

(See 17 — 19 — 471, sec. 214 (a) 12, art. 261. ) Inventory loss by 
partnership succeeding a corporation. 

Section 234, Article 561: Allowable deductions. 

(See 22 — 19 — 584, sec. 214, art. 105, ) Salaries voted subsequent to 
the close of taxable year. 

Section 234, Article 581: Allowable deductions. 

(See 28 — 19 — 551, sec. 250, art. 1002. ) Penalties added to tax: 
AVhen deductible as business expense. 

Section 234, Article 56: Allowable deductions, 

( See 24 1 9 5 6 1 
y 

sec. 2 14, art. 1 88. ) Assessments under I llinois 
laws relating to drainage districts. 

Section 234, Article 561: Allowable deductions. 

(See 26 — 19-595, sec, 250, art. 1008. ) Deduction of interest on taxes. 

Section 234, Article 561: Allowable deductions. 

( See 26 1 9 597& sec. 801, art. 71 5. ) Amortization when part of 
income is from Government contracts, 

Section 234, Article 562: Donations. 4-19-229. 
T. D. 2847. 

INCOME TAXES. 

Corporations are not entitled to deduct from gross income the amount 
of contributions to religious, charitable, scientific, or educational cor- 
porations or associations, even though such contributions may be made 
to Red Cross or other war activities. 
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The Revenue Act of 1918 contains two sections relating to deduc- 
tions which may be made in ascertaining net income sublect to tax. 
Section 214 relates to individuals and allows as deductions (1) all 
ordinary and necessary expenses paid or incurred. during the tax- 
able v ear in carrying on any trade or business, etc. ; (2) all interest 
paid or accrued within the taxable year on indebtedness, etc. (with 
ceitain exceptions); (3) taxes paid or accrued within the taxable 
year, etc. (with certain exceptions); (4 — 10) certain allowance for 
los. -. e-. bad debts, exhaustion. wear and tear of property of various 
sorts; (11) contributions or gifts made within the taxable year to 

corporations organized and operated exclusively for religious, char- 
itable, scientific, or educational purposes. or for the prevention of 
cruelty to children or animals. no part of the net earnings of which 
inures to the benefit of any private stockholder or individual, etc. . 

Section 234 relates to corporations, and allows as deductions (1) 
all ordinary and necessary expenses paid or incurred during the tax- 
able rear in carrying on any trade or business, including a reason- 
able allowance for salaries or other compensation for personal serv- 
ices actually rendered, and including rentals or other payments re- 
quired to be made as a condition to the continued use or possession 
of propertv to which the corporation has not taken, or is not taking 
title, or in which it has no equity; (2) all interest paid or accrued 
within the taxable year on its indebtedness (with certain excep- 
tions); (3) taxes paid or accrued within the taxable year. etc. (with 
certain exceptions): (4 et seq. ) losses sustained of a certain char- 
acter. bad debts, allowances for exhaustion wear and tear, etc. 

The question is presented whether corporations are entitled to de- 
duct from their gross income for the purpose of the income tax the 
aniount of contributions to relipous, charitable, scientific, or edu- 
cational corporations or associations, this question arising most fre- 
quently with reference to contributions made to the Red Cross and 
other war activities. 

It will be observed that there is no express deduction permitted 
corporations of such contributions, as in the case of individuals, and 
unless, therefore, they faH within the definition of some item of de- 
duction allowed to corporations they can not be allowed. The only 
head within which it might be suggested that such contributions 
could be included is that of ordinary and necessary expenses paid 
or incurred in carrying on any trade or business, including reason- 
able salaries or other compensation, rentals, and payments for use of 
property provided for in paragraph 11. Practically these same de- 
ductions are permitted in section 214 in the case of individuals, and 
had such words included the contributions or gifts mentioned in 
paragraph 11 of section 214, it would have been unnecessary to put 
in such paragraph, as they would have been covered by paragraph 1 
of such section. 

The Attorney General, in an opinion dated iAIay 19, 1919, states 
the view that ordinary and necessary expenses contemplated by para- 
graph 1 of sections 214 and 234 were not intended to include all 
necessary expenses, because the two immediately succeeding para- 
graphs provide for deducting interest and taxes, both of which are 
necessary expenses; also the provision in regard to allowance for 
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salaries, compensation& rentals& etc, , indicates that all of the expenses 
which are contemplated under the terms used in paragraph 1 of these 
sections are expenses incurred directly in the maintenance and opera- 
tion of the business, and not all those which may be beneficial and 
even necessary in the broader sense. 

In addition to the above considerations a, nd to the fact that there 
is express provision for deducting contributions or pfts in the case 
of individuals, which is wanting in the section providing for deduc- 
tions to be made by corporations, reference to the legislative history 
of the Revenue Act of 1918 (Congressional Record for Sept. 17, 
1918), shows that an amendment providing that corporations might 
niake deductions of contributions or gifts, as in the case of individ- 
uals, came to a vote and was defeated, the principal reason assigned 
in the debate being that it would be dangerous to authorize directors 
to be generous with the money of their stockholders even for such 
lauclable purposes. 

Corporations are therefore not entitled to deduct from their gross 
income for the purposes of the income tax the amount of contribu- 
tions made to religious, charitable, scientific, or educational corpora- 
tions or associations, even though such contributions are ma, de to the 
Red Cross or other war activities. 

Section 234, Article 562: Donations. 2 — 19 — 164. 
S. 965. 

A corporation may not deduct the amount paid into a pension 
fund for the benefit of its employees in the taxable year. This rule 
obtains although the corporation constitutes itself a trustee of the 
sum contributed to pay the income thereof to its employees, but re- 
serves absolute discretion as to the selection of the employees to be 
benefited. 

Section 234, Article 562: Donations. 2-19-165. 
0. D. 110. 

Donations by a corporation to a pension fund for the benefit of its 
ofiicers and employees, the fund being organized entirely separate and 
distinct from the corporation, having its own set of books, making its 
own investments, and paying its own expenses, legal title of which 
does not remain in the corporation, are deemed to be donations to a 
charitable institution conducted for the benefit of the corporation's 
employees or their dependents representing a consideration for a 
benefit fiowing directly to the corporation as an incident of its busi- 
ness and are allowable decluctions from gross income in determining 
net income subject to tax. 

Section 234, Article 563: Sale of capital stock& bonds, 2 — 19~166. 
and capital assets. 0. D. 111. 
A corporation which issued its bonds at a discount and improperly 

charged the discount to profit and loss may correct its books to show 
the discount treated as interest paid in advance to be amortized over 
the life of the bonds. Amended returns refiecting correction in the 
books may be filed. 
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Section 284, Article 566: Tax on bank stock. 
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7-19-802. 
0. 858. 

~ o+ T+xEs PAID ron COBPoRATIOH BT BABKs oR SHAREs or 
Srocx Owr Eo nx Conroa~Troz. 

Wher«corporation is a stockholder in a bank or other corporation 
which Is required by law to pay taxes assessed on the value of its 
shares of stock in the hands of the holders or owners, the stockholder 
corporation may deduct the amount paid on its behalf, but such taxes 
are considered additional dividends and must be included in dividends 
received if the tax is allowed as a deduction in computing net income. 

The question is asked whether corporations (including national 
banks) which own shares of stock of a national bank are permitted. 
to deduct as taxes the amount paid by the latter on their share 
holdings, the tax being assessed on the value of shares in the hands 
of the holders, but as a matter of convenience is collected through 
the bank. 

Section 284(a) of the Revenue Act of 1918 provides: 
That in computing the net income of a corporation subject to the tax imposed 

by section 280 there shall be allowed as deductions: 
(3) Taxes paid or accrued within the taxable year 

AVhere a State imposes a tax upon the value of shares of stock in 
the hands of the holders or owners and requires the corporation 
issuing the stock to pay the tax, the amount paid is not deductible in 
computing the taxable income of the corporation. See Solicitor's 
Memoranda 707 and 922. The shares of stock are property of the 
stockholder& and to the extent that the taxes assessed on the value 
of the shares of stock are property taxes the holders are primarily 
liable for their payment. In such case a corporation simply pavs the 
tax for the stockholders. 

In T. D. 2185 it was held: 
Taxes assessed n ninst the stockholders of a bank and putd by the bank in 

behalf of the stockholders do not constitute an allowable deduction from the 
gross income of the bank, but do constitute an allowable deduction in the return 
of the Individuah If such individual is subject to the additional tax, the 
amount of taxes so paid should be included in his return as income, the said 
amount being considered as an additional dividend to the amount of the taxes 
paid. 

If an individual stockholder is allowed to deduct the amount of 
taxes paid by a corporation in his behalf, there is no good reason why 
a corporation holding and owning stock in a bank or other corpora- 
tion should not also be allowed to deduct the amount of taxes paid in 
its behalf. 

Article 566, Regulations 45, provides that— 
Banks paying taxes assessed against their stockholders on account of their 

ownership of the shares of stocks issued by such banks can not deduct the amount 
of taxes so paid ~ ' '. Such payments by banks or other corporations are 
regarded as in the nature of additional dividends and must be included by the 
stockholder in his dividends received if he deducts the taxes paid on his behalf. 

It is not clear whether corporations which own stock in a. bank of 
other corporation are within the rule stated in article 566. However, 
there is no intention to discriminate between inclividuals and corpo- 
rations in the matter of deducting taxes except where it is otherwise 
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Section R34, Article 568: Tax on bank stock 1-19-99. 
O. D. YO. 

Trust companies, building and loan associations, and State savings 
banks organized under the la~s of the State of Oregon are not 
allowed to deduct from gross income taxes paid upon the value of 
their shares of stock. 

expressly provided, as appears from the provisions of article 565~ 
Regulations 45, which read'as follows; 

Corporations may deduct taxes from gross income to the saine extent as indi- 
viduals, except that in the case of corporate bonds or obligations containing a 
tax-free covenant clause, the corporation paying a Federal tax, or any part of 
it, for some one else pursuant to its agreement, is not entitled to deduct such 
pavments from gross income on any ground 

It is therefore held that where a corporation is a stockholder in a 
o bank or other corporation which is required by law to pay taxes 

assessed on the value of its shares of stock in hands of the holders or 
owners, the stockholder corporation may deduct: the amount paid on 
its behalf, but such taxes are considered additional dividends and 
must be included in dividends received if the tax is allowed as a 
deduction in computing net income. Under the Revenue Act of 1918 
amounts received by a stockholder corporation as dividends from 
another corporation which is taxable upon its net income are also 
allowable deductions. (See sec. 284(a) (6). ) 

Section 234, Article 568: Tax on bank stock 9-19-344. 
0. B; 199. 

Article 566 of Regulations 45 has special reference to individual 
stockholders, but is equally applicable in the case of corporation 
stockholders. 

Section M4, Article 589: Required addition to reserve 
funds of insurance companies. 

1-19. -96. 
0. 799. 

NET ADDITIQN To RESEBvE FITlvDS OF LIFE I1%suRLNcE CQMPaNIEs. 

A life insurance company which maintains a reserve to liquidate 
coupons left with the company to accumulate at interest and accrued 
interest thereon is entitled to deduct from gross income in its annual 
tax returns the net addition made each year to such fund. 

The X Life Insurance Co. has on file claims for the refunding of 
corporation income taxes paid under the Revenue Acts of 1913 and 
1916. It bases its claims for a refund upon the fact that it should 
have been allowed deductions from gross income for the increases of 
the policy coupons left with it to accumulate at interest. It reported 
for these years to the insurance department a separate item among its 
liabilities as follows: 

Coupons left with the company to accumulate at interest and accrued in- 
terest thereon. 

It contends that this is a part of its policy contract and is a statutory 
reserve. It appears that there are a number of life insurance com- 
panies issuing this form of a policy, and the question of whether such 
companies have the right to deduct from gross income in their annual 
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tax returns the net, addition made each year to the fund maintained 
for meeting this liability, is an open and much debated one. 

The income tax law of October 8, 1918, and also that of September 
8, 1916, allow an insurance company to deduct from gros- income 
among other items: 

The net addition; li' any, required by law to be made within the year to 
reserve funda 

~icle 147(d) of Regulations Xo. 88 and article 240 (par. 695). of 
Regulations No. 88, revised, provide what reserves shall be con- 
sidered legal reserves of life insurance companie-. In the earlier 
regulations it was provided that only the reinsurance reserve and 
reserve for supplementary contracts were to be considered as reserves 
required by law. In the later regulation it was held. that the net. 
addition to these and also to such other reserves as are speci6cally 
required by the statutes of the State within which the compary is 
doing business will be allowed as deductions. 

In Solicitor's Memorandum 'Xo. 647 it was held that the Y Life 
Insurance Co. was entitled to deduct from gross income in its income 
tax returns the net addition made to its reserves maintained against 

. premium reduction coupons not used and guarantee dividend fund 
This opinion is controlling in the present case. The X Life In- 

surance Co. is required to maintain a reserve against its coupons and 
accrued interest thereon. This requirement is in accordance with 
the provisions of a State statute. The net addition to the fund main- 
tained for the payn1ent of the coupons is a legal deduction from 
gross income. 

Section 284, Article 569: Required addition to reserve 8 — 19-202. 
funds of insurance companies. O. 81o. 

4 law requiring casualty insurance companies to e~&abnsh certain 
reserves is to be construed as applring to companies issuing ezclusively 
health and accident policies, unless the terms of the lsw are such as to 
indicate they are not to be included in that term, or unless they are held 
not to be included in that term by the courts of the jurisdiction in 
which that law was promu]gated. 

Opinion is requested upon the questions: (1) Whether the X Com- 
pany and other insurance companies which write only personal acci- 
dent and health policies, are casualty insurance companies, and ('2) 
whether such insurance companies should be. allowed the same de- 
duction from gross income, in determining their "orporation excise 
and income taxes, as has been allowed companies issuing liability, 
burglary, flywheel, and workmen's compensation policies and main- 
taimng, under requirements of the statutes of various States, special 
reserves for unpaid liability and compensation claims. 

Section 88 of the Act of humist 5, 1909, provides as follows: 
Second. Such net income shall be ascertained by deducting from the gross 

amount of the income of such ' * * insurance company, received within 
the year from all. sources, * ~ ' all losses actually sustained within the 
year snd not comPensated bv insurance or otherwise. including + + + the 
net addition, if any, required by law to be made within the year to reserve 
funds. 

Section II, G (b) of the Act of October 8, 1918, contains the same 
provl s1 011. 

The particular occasion for these queries is that the X Company, 
which writes only personal health and accident policies, has 61ed 
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a claim for refund on the ground that it is a casualty insur» 
company, and, as such, was entitled to deduct from its ~oss income 
net; additions to reserve funds for 1909 to 1915, inclusive. In the 
case of any insurance company net additions to reserve funds are 
not deductible unless they are required by law. Statutes of several 
States, however, provide that "casualty insurance companies" shall 
maintain a special reserve to cover unpaid claims. (See 1 ennsylvania 
Statute, 1 June 1911, sec. 7, P. L. 607 — 622. ) In the past the deduc- 
tions for net additions to reserve funds covering unpaid losses have 
been allowed to insurance companies which write policies covering 
loss by damage to property, on the ground that they were "casualty 
insurance coinpanies, " and. therefore required by these State statutes 
to maintain such reserve funds; but the adjustment based on these 
statutes has not been extended to other insurance companies, because 
thev hare not been considered casualty insurance companies. " The 
claim of the X Company raises the question whether insurance com- 
panies issuing only personal health and accident policies are not in- 
cluded in the class of "casualty insurance companies" required by 
these statutes to maintain special unpaid claim reserves, and, there- 
fore, entitled to the same deduction. 

(1) There has been a slight tendency of the courts to recognize 
the existence of casualty insurance as distinguished from accident 
and other kinds of insurance. The few decisions upon the subject 
are, however, hopelessly in confiict as to what constitutes such in- 
surance. In State (ex rel. Clapp) v. Federal Investment Co. (42 
Minn. , 110; 50 N. W. , 1028) the term is said to have " a, well-deflned 
meaning as insurance against loss through accident resulting in 
bodily injury or death. " The court did not have occasion to decide 
whether insurance against loss to property might be included in the 
same class, but this decision seems to be authority for the proposition 
that personal accident insurance is covered by the term "casualty 
insurance. " In Employers' Liabil'ity Assurance Corporation 
Merrill (155 Mass. , 404; 29 N. E. , 529) a difFerent view is taken. The 
court sa, id: 

The distinguishing feature of what is known in our legislation as "acddent 
insurance" is that it indemnifies against the effects of accidents resulting in 
boduy injury or death. Its Geld is not to insure against loss or dama& e to prop- 
erty, allhough occasioned by accident. So far as that class of insurance has 
been developed, it has been with reference to boilers, plate glass, and perhaps 
tn domestic animals, and injuries by street cars. and is known as "casualty 
insurance. " 

This is a mere dictum, however, unnecessary, for the decision of the 
case, which was that certain policies were personal accident policies. 
In Bankers' Mutual Casualty Company e. First National Bank (131 
Iowa, 456; 108 N. W. , 1046) the court, without disapproving the defl- 
nition of the Minnesota court, held it inapplicable to the Iowa stat- 
ute, which spoke of insurance against loss by fire and "other casu- 
alties. " The statute clearIy referred to property loss, as opposed to 
personal injury' or death. The court remarked that "'casualty' and 

casualty insurance ' are words of quite frequent use, yet it can not be 
said that their definition has been very accurately settled bv the 
courts. " This remains true. Only the 'Massachusetts case distin- 
guishes casualty insurance from accident insurance. Statutes pf 
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several States define "casualty insurance on assessment plan" as 
applicable to accidental death or physical disability from accident 
or sickness. 

A typical statute in Pennsylvania enacted in 1911 (1 June, 1911, 
sec. 1; P. L. , 567, 581) provides for the organization in that State 
of castlalty insurance companies. They are permitted to organize 
for any of 11 enumerated purposes, including the following: 

Tvvo. — To insure against in]ury, disablement, or death resulting from travel- 
ing or general accident, and agnLnst disablement resulting from sickness, and 
every insurance appertaining thereto, including a funeral benefit to an amount 
not exceeding one hundred dollars. 

The various other classes include fidelity, plate glass, compensation, 
steam boiler, flywheel, pipe, engine, machinery, burglary, theft, credit 
or guaranty, breakage or leakage of sprinklers, pumps, water pipes 
or plumbing, accident to elevators, bicycles& automobiles, and vehicles 
(except rolling stock of railways), horse, cattle, and other live-stock 
insurance, concluding with: 

Eleven. — To insure against loss by any other casualty not included under the 
foregoing heads, except life, fire, marine, or title insurance, which may be a 
proper subject of insurance. 

No distinction is made in Best's Insurance Report for 1918 between 
companies writing policies covering personal accidents and sickness 
and companies writing policies covering loss by accident damaging 
property. Both are considered under the head of casualty insurance 
companies. 

There appears to be no reason to distinguish personal accident and 
health insurance companies from casualty insurance companies. A. 
personal accident is a casualty within the ordinarily accepted mean- 
mg of that term. webster's International Dictionary defines casualty 
as "that which comes without design or without being foreseen; con- 
tingency; any injury of the body from accident. " "Casualty insur- 
ance" is not a technical, legal. or trade term meaning insurance 
against accidents to property. In common parlance the term means 
insurance against all kinds of accidents and injuries. 

It is concluded that no legal distinction exists between insurance 
companies issuing policies of insurance against accidents and sick- 
ness resulting in bodily injury& disablement, or death, and companies 
issuing policies of insurance against loss or dama~ge to property 
through accident, both being included in the class of casualty insur- 
ance companies. 

(2) Since laws of certain States — of which the Pennsylvania 
statute is an illustration (1 June, 1911, sec. 7 P. L. 60T — 622) — pro- 
vide that casualty insurance companies maintain a special reserve 
against unpaid clauns, and it has been determined that insurance 
companies issuing only "personal health and accident" policies are 
casualty insurance companies, a law requiring casualty insurance 
companies to establish certain reserves is to be construed as applying 
to companies issuing exclusively health and accident policies, unless 
the terlns of the laIv are such as to indicate they are not to be in- 
cluded in that term, or unless they are held not to be included in that 
term by the courts of the jurisdiction in which that law was promul- 
gated. 
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Section 235. — ITEMS NOT DEDUCTIBLE. 

Section 285, Article 581: Items not deductible. 

(See 11-19 — 391, sec. 826, art. 881. ) Commissions on sale of st'oc, k. 

Section 236; — CREDITS ALLOWED. 

Section 286, Article 591: Credits allowed. 

(See 28 — 19 — 551, sec. 250, ai&. 1002. ) Amounts added to tax as 
penalties not to be considered as credits. 

Section 237. — PAYMENT OF TAX AT SOURCE. 

Section 287, Article 601: Withholding in the case of 7-19 — 808. 
nonresident foreign coIIiorations. T. B. R. 29. 

Liability of the K Company to withhold tax on share of profits paid 
as royalty or rental to a foreign. corporation, 

The X Company is manufacturing and selling a product on which 
a foreign corporation, the Z Company, holds the patent rights. The 
American company, in consideration of these patent rights, agreed 
to pap to the foreign corporation a specifi royalty on sales and in 
addition a portion. of the net profits arising from the business. The 
American corporation has presented to the collector its view that the 
10 per cent tax should be withheld on the specific royalty but not on 
the aniount which represents the share of the foreign corporation 
in the earnings of the American corporation. 

Without doubt, under the provisions of sections 221 and 287 of 
the Revenue Act of 1918, the 10 per cent tax should be withheld upon 
the specifiic royalty. The question at issue is whether the amount 
constituting the portion of the net profits of the business after de- 
ducting Federal income and excess profits taxes which by contract 
is to be paid by the A. merican corporation to the foreign corporation, 
is subject to such withholding, and the answer depends upon the 
nature of the payment. 

Three views as to the nature of the payment are conceivable: (1) 
That it is a distribution of the profits of a joint enterprise caITied on 
by the American corporation and the foreign corporation; (2) that 
it'is a distribution of proiits as such of the American corporation 
to the foreign corporation; and (8) that the payment is compensa- 
tion — royalty — for the use of the patent. 

The view that the payment is a, distribution of the profits of a 
oint enterprise is untenable. In a, sense there is a joint enterprise. 
here is, however, no taxable entity of which the two corporations 

are members. They are not partners. Nor do they constitute an 
association within the meaning of the statute. They can not even 
file a consolidated return as afKiated corporations. The profit to be 
distributed are profits of the American corporation which it has 
agreed to pay to the foreign corporation. 

The view that the payment is a distribution of profiits as such of 
the American corporation to the foreign corporation is equally un- 
tenable. The only form of distribution of profits as such of a 
corporation recognized by the statute is a dividend. A. dividend is 
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defined as a distribution out of earnings or profits to the "share- 
holders or members" of the corporation. (See sec. o01 (a). ) In 
no sense is the foreign corporation a shareholder or member of the 
American corporation. It is to be noted that this construction of 
the statute does not preclucle the recognition of distributions of 
profits in accordance with profit-sharing arrangements wherever the 
distributees may properly be regarded as "members" of the corpo- 
ration. 

The foreign corporation receives an amount which is described as 
"profits" and is measured by the "net profits" of the American 
corporation. It does not, however, receive such amount as profits 
but rather as compensation for the use of a patent — that is, as a 
royalty. The amount received is none the less a royalty because 
measured by profits, A royalty may, like compensation for personal 
services, be on a contingent basis if not unreasonable in other respects. 
(See Regulations 45, art. 105. ) Nor does the fact that the payment 
is described by the parties as a payment of profits rletermine its 
character, if, as here& upon analysis of the entire situation the fact 
appears to be otherwise. If the payment to the foreign corporation 
which is described as a portion of the net profits of the American 
corporation is in fact a royalty, the American corporation has, of 
course, no true net profits until a~fter the cleduction of such royalty. 
The normal construction of the agreement is that the American 
corporation is to pay to the foreign corporation as royalty a portion 
of the amount which would otherwise be the net profits (aftei the 
payinent of' income and profits taxes) of the American corporation. 

The answer to the inquiry follows from the conclusion reached as 
to the nature of the payment, namely, that it is a royalty. Assuming 
that there is no unreasonable element in the case, the amount payable 
by the A. merican corporation to the foreign corporation is a proper 
deduction from tlie gross income of the American corporation. The 
amount received by the foreign corporation is income ' from sources 
within the United States" within the meaning of the statute, and the 
foreign corporation is subject to income and profits taxes thereon as 
upon income so derived. Apparently the foreign corporation has no 
ofhce or place of business within the United States and is not. unless 
by reason of its royalty contract, "engaged in trade or business" 
therein. The royalty contract as described (inadequately) in the 
appeal is apparently' not such as to bring it within the class of corpo- 
rations "engaged in trade or business within the United States. " 
Consequently, it is subject to the withholding provisions of section 
291 which are extended to corporations by section 237 with respect 
to enumerated forms of income, to wit, "interest, rent, salaries, 
wages, premiums, annuities, compensations, remunerations, emolu- 
ments, or other fixed or deterniinable annual or periodical gains, 
profits, and income. " The royalty payable to the foreign corpora- 
tion, including the part thereof which is measured by the net profits 
of the American corporation, is within this phrase. It is income 
which is " annual or periodical " and which is " fixed or determinable " 
in the sense that no part thereof is to be excluded fiom gross income 
as a return of capital. 

It is held that if the Z Company has no once or place of business 
within the United States and is not "engaged in trade or business" 
therein except as described in the inquiry, the 10 per cent tax should 
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be withheld on the entire royalty payable to it by the X. Compa yt 
including not only the specific royalty but also the contingent oI 
variable royalty; the American corporation shou]d be permitted to 
take a deduction for the entire royalty (if not unreasonable) anti 

the Z Company should be called upon to pay profits tax upon the net 
income derIved therefrom. 

Section 237, Article 601: Withholding in the case of 2-19 — 167. 
nonresident foreign corporations. O. D. 112. 

Amounts paid to a nonresident alien corporation not having an 

once or place of business in the United States as compensation for 
orders secured iby it from foreign customers for export booked 

through such nonresident alien corporation are held not to be income 

from sources within the United States and not subject to with- 

holding. 

Section 237, Article 601: Withholding in the case of 11-19-387. 
nonresident f oreign corporations. O. D. 221. 

Where a nonresident alien corporation not having an once or 
place of business within the United States purchases through an 

agent in this country bank acceptances at a certain rate of discount 
and sells such acceptances through that agent or some other agent 
for a price greater than the price for which purchased, the amount 
of income received as a result of the transaction represents income 
from sources within the United States. The amount receved from 
the sale in excess of the purchase price is based on interest as accrued. 
such interest is therefore held to come within the provisions o1 
fixed or determinable income and is subject to withholding at the 
rate of 10 per cent when paid to a nonresident alien corporation not 
having an once or place of business in the United States and 8 per 
cent when paid to a nonresident alien individual. 

Section 237, Article 601: Withholding in the case of 27 — 19 — 605. 
nonresident foreign corporations. O. D. 328. 

If a foreign bank establishes a branch in this country no with- 
holding is required. 

Section 237, Article 601: Withholding in the case of 
nonresident foreign corporations. 

(See 28 — 19 — 616, sec. 240, art. 636. ) Withholding in the case of 
interest credited by a domestic corporation to a foreign subsidiary 
corporation. 

Section 238. — CREDIT FOR TAXES. 

Section 238, Article 611: Credit for foreign taxes. 4-19-280. 
O. D. 147. 

Taxes imposed and required by a foreign government to be paid 
on the basis of dividends declared by corporations under its laws 
are taxes on the income of the individual stockholders in proportion 
to the amount of stock held. A. United States corporation owning 
stock in a foreign corporation, taxed on this basis, should report, in 
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its return of annual net income for the year in which received its 
pro rata share of the entire dividend declared, and would be entitled 
to a credit of the amount of the tax paid by the foreign corporation 
to the foreign government in its behalf, in accordance with the above 
provision of law. 

On the other hand, taxes imposed by a foreign government on the 
net income of corporations organized under its laws are not taxes 
to the individual stockholders, but to the corporation itself. and no 
part thereof would be a proper credit in the return of annual net 
income of the recipient United States corporation, which would be 
t;ixable on the net amount of the dividend received. 

Section 238, article 611: Credit for foreign taxes. 

(See 11 — 19-488, sec. 240, art. 636. ) lVhen domestic corporation 
controlling foreign corporation may deduct foreign taxes assessed 
against f oreign 

. corporation. 

Section 238, Article 611. ' Credit for foreign taxes. 

(See 12 — 19 — 407, sec. 222. art. 383. ) Conditions of allowance of 
credit for foreign taxes withheld by foreign corporation. 

Section 239. — CORPORATION RETURNS. 

2-19 — 168. 
Section 239, Article 621: Corporation returns. S. 972. 

vyhere articles of incorporation are filed and business is transs. ctcd 
in the corporate name a return of income received from such business 
should be rendered for the corporation, although its organization as a 
corporation has not been perfected in the manner required by law. 

Advice is asked as to how a return of income should be rendered 
where a corporation fails to perfect its organization and is not legally 
authorized to engage in business as a corporation. Section 239 of the 
Revenue Act of 1918 provides that— 

Every corporation subject to taxation under this title and every personal- 
service corporation shall make a return, stating specifically the items of its 
gross income and the deductions and credits allowed by this title. 

Article 621 of Regulations Xo. 45 is as follows: 
Every corporation not expressly exempt from tax and every personal-service 

corporation must make a return of income, regardless of the amount of its net 
income. ~ * ~ A, corporation which has received a charter, but has never 
perfected its organization, and which has transacted no business and hsd no 
income from any source, may, upon presentation of the facts to the collector, be 
relieved from the necessity of making a return so long as it remains in an un- 

organized condition. In the absence of a proper showin to the collector such a 
corporation will be required to mal-e a return. 

It is stated that A was engaged in business under the name of 
"A Co. , " and that his business became so large that he concluded it 
would be best to operate as a corporation. In 1918 he Gled articles of 
incorporation for a company to be known as the "A 4 Co. " After 
incorporation the corporation was never organized by the election of 
any board of. directors: no stock was ever issued, and no property 
was transferred to the corporation. Certain matters intervened to 
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Section 239, Article 621: Corporation returns. 1 — 19 — 100. 
O. D. 71. 

Though the income tax return of a corporation filed in accordance 
with the Revenue Act of 1917 for a fiscal year ended in 1918 shows a 
loss, the corporation will nevertheless be required. to Gle a supple- 
inental return in accordance with the Revenue Act of 1918 for such 
fiscal year. 

2-19-169 
0. D. 118. 

A corporation may submit amended returns for pi'evious years 
when through wrong accounting practice capital charges have been 
made to income. An aHidavit should be attached, explaining the 
changes made by such amended returns in the ainounts shown on the 
original return, and explaining why the original returns were not 
properly prepared and the object of the company in preparing 
amended returns. Such amended returns will be accepted only 
wlien the erroneous charge can be specifically pointed out and the 
facts proven. The Internal Revenue Bureau reserves the right to 
penalize for the making of false returns in the past. 

Section 239, Article 621: Corporation returns. 

4-19-231. 
0. D. 148. 

The proper oScers of. a corporation that has been taken over by 
the Alien Property Custodian should ale a return of income and 
excess profits for the corporation up to the time the property was 
taken over by the Alien Property Custodian. 

The board of directors appointed by the Alien Property Custodian 
is not required to render a return of net imcome for the corporation 
while in control of the Alien Property Custodian. 

Section 239, Article 621: Corporation returns 

revent the consummation of the plan A had in mind of cond«ting 
he business under a corporate instead of an individual form, but 

he continued to carry on his business under the corporate nam«f 
"A 4 Co. , 

" with the word "Incorporated" written thereunder, dur- 

ing the remainder of the year 1918 and the frrst part of the year 
1919. The question is whether he should render a return for 1918 
as a corporation or as an individual. 

In view of the State statutes the corporation "A 4 Co. " had a 
corporate existence, and its want of legal organization could not be 
set up as a defense to any action brought against it. The question 
whether a corporation has been properly organized or not is a ques- 
tion which can not be raised collaterally. 

The business was carried on in such a way as to render the incor- 
porators liable in their corporate capacity. Moreover, the corpora- 
tion had a de jure existence as to all the world except the State. 
For the purpose of. taxation, therefore, it should not be treated 
otherwise. In this instance the corporation transacted business and 
received the income therefrom. Hence it does not come within the 
provisions of. article 621 ot Regulations No. 45. 
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Section 239, Article 622: Return=- by receivers. 6-19-280. 
O. 8 8. 

Income received by assignees appointed by a corporation to liqui- 
date its property and business over a period of years, who have full 
power of control and management thereof, is taxable. This is true 
although the business conducted by the trustees in the process of 
liquidation is not the business which the corporation originally 
started to conduct. This rule applies to all income received by the 
trustees, including interest on bank deposits, interest upon deferred 
payments, and gains upon sales of real property. 

Section 239, Article 622: Returns by receivers 1-19-102. 
O. D. 78. 

A. receiver should prepare and file a corporate return of annual net 
income and excess profits for the entire year, including therein the 
gross income received by the corporation prior to the tixne of the 
receiver's appointment and also the gross income received under the 
supervision of the receiver. 

2-19-170. 
O. D. 114. 

A receiver liquidating the assets of an insolvent bank is required 
to file a return for the bank, but in view of the fact that the bank 
is insolvent and will hare no tax to pay (Act of Afar. 1, 1879, sec. 
22) the return may contain a statement to that e6'ect in lieu of the 
data ordinarily required in the return. 

Section 22, Act of ~larch 1, 1879, provides that no tax shall be 
assessed or collected or paid into the Treasury of the united States 
on account of an insolvent. bank which shall diminish the assets 
thereof necessary for the full payment of all its depositors. 

Section 239, Article 622: Returns by receivers. 

(See 12-19 — 406, sec. 288, art. 547. ) Return of income received 
from investments by corporation in liquidation. 

Section 239, Article 626: Returns for fractional part of 81 — 19 — 650. 
year. O. D. 8M. 

If a domestic corporation for any reason files an income-tax return 
for a period less than a year. the credit provided in section 286 (c) 
of the Revenue Act of 1918 should be reduced to such proportion o f 
the full credit as the nuxnber of xnonths covered by the return bears 
to 12 months. 

Section 239, Article 621: Corporation returns. 

(See 14 — 19 — 488, sec. 284, art. 561. ) Corporations may file state- 
ment in place of amended return when deductions for contributions 
were taken on original return filed prior to the issuance of Treasury 
Decision 2847. 
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'Section 240. — CONSOLIDATED RETURNS. 

Section 940, Article 6SR: Consolidated Returns. 

(See 6 — 19 — 286; sec. 880, art. 988. ) Partnership upon becoming a 

corporation. 

Section MO, Article 6SS: When corporations are af- 16-19-465. 
filiated. T. B. R. 59; 

Recommending that the application for permission to file a consoli- 
dated return for X and Y as afilliated corporations be denied. 

The application for permission to make a consolidated return in 

the case of the above-named corporations is based upon the fact 
that the principal stockholders of X are also the principal stock- 
holders of Y. It is the contention of the applicants that the lan- 

guage of the statute, which defines two or more corporations as 
affiliated "if substantially all of the stock of two or more corpora- 
tions is owned or controlled by the same interests, " means that if a 
substantially controlling interest in the stock of one corporation is 
owned by the same stockholders who also own a substantially con- 

trolling interest in the stock of the other corporation, a consolidated 
return is authorized, provided the other conditions of section 940 
are satisfied. 

The taxpayer has presented argument to show that the last sen- 

tence of article 688 of Regulations 45 does not correctly interpret 
the law and that the bureau has narrowed the meaning of the sen- 

tence which provides that "two or more domestic corporations shall 
be deemed to be affiliated if substantially all of the stock of two 
or more corporations is owned or controlled by the same interests. " 
The board agrees with the representative of the corporation that 
a broad and liberal interpretation should be given to the word "sub- 
stantially" in the last sentence of article 688 of Regulations 45, 
but it does not a, ppear tliat either under the statute or the regu- 
lations can a case in which 25 per cent of the stock of Y is owned 

by individuals who held no stock whatever of X and more than 6 

per cent of the stock of X is held by individuals who hold no stock 
of Y be considered a case in which substantially all of the stock of 
two or more corporations is owned or controlled by the same in- 

terests. 
In view of the above statements of facts there does not appear to 

be such ownership or control of stock in the two corporations as 
would warrant the filing of a consolidated return. 

Section MO, Article 688: When corporations are af- 7 — 19 — 804. 
filiated. T. B. M. 89. 

Recommendation in the case of tlie application for permission to file 
a consolidated return for the X company and the Y company, the two 
sole stockholders of which are the same individuals. 

The application for permission to file a consolidated return in 
the case of the X Company and the Y Company is based upon the 
fact that each corporation has the same stockholders, two individuals 
owning all of the stock of each corporation. The claimant points 
out that article 638 of Regulations 45 provides that an owning or 
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controlling of 95 per cent or more of the outstanding voting capital 
stock at the beginning of and during the taxable year will be deemed 
to constitute an affiliation within the meaning of the statute. The 
applicant fails to note the requirement that when the stock of two or 
more corporations is owned by two or more individuals the per- 
centage of stock held br each indiridual should be substantially the 
same in each of the affiliated corporations. In one of the corpora- 
tions one stockholder owns 90 per cent of the stock, while the other 
owns but 10 per cent. In the other corporation the same stock- 
holder who owns 90 per cent in the first-mentioned corporation 
owned on January 1, o0 per cent of the stock of the second corpora- 
tion, which was increased later to 7o per cent. The minority stock- 
holder in the first corporation held the minority interest in the 
second corporation, which was 50 per cent and 25 per cent for the 
same periods. It is rery apparent, therefore, that these two stock- 
holders were simply associated in two separate enterprises which the 
record fails to show were affiliated in an; manner whatever. 

On the facts presented it would appear that the Bureau would be 
unable to compel either of these corporations to pay a tax based 
upon a consolidated return if the corporations failed to pay such 
tax roluntarily, because of the disparity of the holdings of the stock- 
ho]ders in the two corporations. If the collateral interests are such 
as to make the companies willing to mal-e a consolidated return, they 
nevertheless should not be permittecl to do that v;hich they could 
not be required to do. 

Section 240, article 636: Domestic corporation affili- 11 — 19 — 388. 
ated v ith foreign corporation. T. B. R. 36. 

(Also Section '238, Article 611. ) 
REvsxrw Acr or 191S. 

Credit for foreign tazcs. — A domestic corporation which owns a 
majority of the voting stoclr of a foreign corporation is not entitled 
to credit under Section 240 (c) of the Revenue Act of 1918 for income, 
war profits and excess profits taxes paid by such foreign corporations 
to any foreign country or possession of the United States, which are 
not actually paid within the taxable rear of the domestic corporation 
for which the credit is claimed. 

In the preparation of forms for claiming credits for foreign taxes 
a question has arisen as to the extent of credits to be allowed 
to domestic corporations owning stock in foreign corporations for 
taxes paid by such foreign corporations to foreign countries and to 
possessions of the Ignited States. Section 238 (a) provides in part 
as follows: 

That in the case of a domestic corporation the total taxes imposed for the 
taxable year by this title and by Title III shall be credited with the amount 
of any income, war profits and excess profits taxes paid during the taxable 
year to any foreign country. upon income derived from sources the~win; or 
to any possession of the United States; 

and recognizes that under certain circumstances the authorized 
credits include "accrued" taxes. Section 200 contain- the following 
definition: 

The term "paid, " for the purposes of the deductions and credits under this 
title, means "paid or accrued" or "paid or incurred, " and the terms "paM 
or incurred" and "paid or accrued" shall be construed according to the 

103022' — 22 — 16 
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method of accounting upon the basis of which the net income is computed 
under section 213. 

Section 940(c) is as follows: 
For the purposes of section 233, a domestic corporation which owns a 

majority of the voting stock of a foreign corporation shall be deemed to have 
paid the same proportion of any income, war props and excess proQts taxes 
paid (but not including taxes accrued) by such foreign corporation during the 
taxable year to any foreign country or to any possession of the United States 
upon income derived from sources within the United States, which the amount 
of any dividends (not deductible under section 234) received by such domestic 
corporation from such foreign corporation during the taxable years bears to 
the total taxable income of such foreign corporation upon or with respect to 
which such 'taxes were paid: Provided, That in no such case shall the amount 
of the credit for such taxes exceed the amount of such dividends (not deductible 
under section 234) received by such domestic corporation during the taxable 
year. 

The question is whether under these statutory provisions a domes- 
tic corporation is entitled. to credit for taxes paid by a subsidiary 
foreign corporation to foreign countries or to possessions of the 
United States in the taxable year of such domestic corporation within 
which such taxes were paid, or in the taxable year of the domestic 
corporation within which liability for such taxes accrued against the 
foreign corporation. 

Section 930 read in connection with section 900 provides for credit- 
ing foreign taxes paid by or accrued against a domestic corporation, 
but such domestic corporation is not, under these sections alone, en- 
titled to credit for the taxes of a foreign subsidiary. Section MO (c) 
however, provides that for the purposes of this credit certain taxes o) 
a foreign subsidiary shall be "deemed to have been paid" (which, 
under section 900, means accrued in the case of a corporation report- 
ing on the basis of accruals) by the domest'ic parent corporation. 
This provision for deeming taxes of a foreign subsidiary corporation 
to have been paid by or accrued against a domestic corporation ap- 
plies only to taxes paid by such foreign subsidiary, and taxes accrued 
against such foreign subsidiary are expressly excluded from its ap- 
plication. Clearly, therefore, taxes which have accrued against a 
foreign subsidiary, but have not been actually paid by it, are not 
included within the'taxes for which the domestic parent corporation 
is entitled to be credited under sect n 238. 

It has been suggested that, though a domestic corporation is not, 
entitled to credit for taxes which have accrued against a foreign 
subsidiary, but which have not been actually paid by it, when the 
accrued taxes have actually been paid by the foreign subsidiary the 
domestic corporation is entitled to credit therefor in the year in 
which such foreign taxes. accrued. This construction is not warranted 
by the language. Section 238 authorizes a credit for taxes paid (or 
accrued) "during the taxable year. " Section 940(c) provides that 
for the purposes of that section the domestic corporation shall be 
deemed to have paid (or accrued) "taxes paid (but not including 
taxes accrued)" by the foreign corporation "during the taxable 
year. " The "taxable year" referred to in these two sections is the 
same year and the necessary conclusion is that the credit to which 
the domestic corporation is entitled is for taxes actually paid by 
the foreign corporation "during the taxable year" for which the 



I%COMB TAX BULIZGS. 239 

credit is claimed. A contrary conclusior& can be reached only by 
reading the word "during" as equivalent to "for" which is whollv 
unwarranted. There is nothing In the context or in the historv of 
the legislation to . 'ndicate that Congress used the language in qu-. s- 

tion in other than its ordinary sense. 
It is to be noted that 'f taxes paid by a foreign subsidiary corpora- 

tion are to be credited to the domestic parent corporation for the 
year in which such taxes accrued against the foreign subsidiary no 
credit can be allowed for taxes paid by such foreign subsidiary in 
1916 and subsequent years which accrued prior to 1918, for the credit 
in question is by the terms of section 238 allowed only against taxes 
imposed by the Revenue 4ct of 1918. It is known, however, that 
many foreign taxes which accrued prior to 1918 remain unpaid. It 
is believed that Congress intended to allow credits for such tares 
paid in 1918 and in subsequent years, although they accrued prior 
to 1918. 

In the opinion of the Advisorr Taz Board, therefore, a domestic 
corporation which owns a majority of the voting stock of a for;-i~ 
corporation is not entitled to credit under section 240(c) of the Reve- 
nue Act of 1918 for income, war profits, and excess profits taxes paid 
by such foreign corporation to any foreign country or possessions of 
the United States, which are not actually pa~'d. within the tazable 
year of the domestic corporation for which the credit is claimed. 

Section 240, Article GSG: Domestic corporation allili- 28 — 19 — 616. 
ated with foreign corporation. 0. D. 380. 

(Slso Section 237, Article 601. ) 
A domestic corporation owning a majority of the -=tock of foreign 

corporations should include in its income tax return any amounts of 
interest debited to its foreign subsidiaries, but it may claim as a 
deduction any amount of interest credited to such subsidiaries. The 
domestic corporation should also withhold and pay to the Govern- 
ment a tax equal to 10 per cent of the amount of the interest credited 
to its foreign subsidiaries. 

Part IV. — Administrative Provisions. 

Section 250. — PAYMENT OF TAXES. 

Section 250, Article 1001: Time for payment of taz. 1-19-15. 
S. 920. 

Treasury Decision 2&97, prescribing the time when additional amounts 
of tax owing by a taxpayer whose return for the taxable year 1918 
was on a fiscal-year basis should be paid, is valid and not in conflict 
with the provisions of the Revenue Act of 1918. 

Section 205(a) of Revenue Act of 1918 provides in the second 
paragraph: 

Any amount heretofore or hereafter paid on account of the tax imposed for 
such fiscal year by Title I of the Revenue Act of 1916, as amended by the Reve. 
nue Act of 1917 and by Title I of the Revenue Act of 1917, shall be credited 
toward the payment of the tax imposed for such fiscal vear by this Act, and if 
the amount so paid exceeds the amount of such tax imposed by this Act, or in 
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the case of a personal service corporation, the amount specified in clause (I)t 
the eXCeSS Shall be Credited Or refunded in aCCOrdance With the prOVleianS Or 

section 25&. 

In Solicitor's Memorandum No. 886 it was held, following Treas- 
ury Decision 2797, "that the payment in installments applies only 
to the additional tax based on the return previously filed and grow- 
ing out of the increase of rates. " The same conclusion was reached 
in Solicitor's Memorandum No. 857. 

The Revenue Act of 1918 was retroactive as to the tax to be as- 
sessed for the year 1918, but the Act was not retroactive as to the ad- 
ministrative features contained in it. This is illustrated, especially, 
in the case'of withholdings and tho methods of paying. Withhold- 
ing is only required, and, in the nature of things, can only be per- 
formed at the time payment is made. After the parting with the 
money or other thing of value it can no longer be withheld; the tax 
could be puid, but not withheld. (Law Opinion 762. ) The same 
reasoning is applicable to the instant case, The amount of tax paid 
under the Revenue Act of 2. 917 before the efFective date of the Reve- 
nue Act of 1918 will merely be Acid until the whole tax is paid. The 
further amounts becoming due on account of the increase in rates 
vi iH be treated as tho part of the tax due under existing rulings. The 
amount. paid under the Pevenuo Act of 1917 was not erroneously 
paid. It was paid in accordance with the provisions of tho Revenue 
Act of 1917 at a time when that Act was to bo given full force and 
efi'ect. Thus, it is proper that the amounts paid. under the Revenue 
Act of 1917 be held until the whole tax is paid and the further 
amount growing out of thc increased rates be payable according to 
rulings existing subsequent to February 24, 1919. The amount paid 
on account of the Revenue Act. of 1917 is, in this manner, "credited 
toward the payment of the tax" growing out of the increased rate 
of. the Revenue Act of 1918. 

A. large measure of authority and discretion in tho matter of pre- 
scribing rules and regulations for the assessment and collection of 
the tax has been confided to the administrative oFicers of the Govern- 
ment. And "there is a marked increasing tendency to leave more 
and more of what may be called the detail of legislation to such oS- 
cers and commissions, the legislature settling the general policy and 
outline of. the laws on a given subject and confiding to administrative 
agencies the work of erecting the machinery necessary for their prac- 
tical operation and their application in particular cases. " (Black, 
Const. Law (8d ed. ), ~p. 96, 97, and cases therein cited& including 
Union Bridge Co. e. U. S, , 204 U. S. , 864, 885; Field e. Clark, 148 
U. S. , 649& 681, 698; Coopersville, etc. , Co. e. Lemon, 168 Fed. , 145. ) 

Treasury Decision 2797 merely prescribes the method of payment 
of the further amount of tax growing out of the increased rate of the 
Roven;le Act of 1918 and is within the administrative authority and 
discretion granted for purposes of the practical operatiori of the 
Revenue Act of 1918. 

Section 250, Article 1001; Time for payment of tax. 
(See 26-19 — 599; sec. M8, art. 914-. ) Payment of tax in special 

cases when tax in first instance not computed in accordance with 
article 912. 
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Section 25, Article 1002: Payment of tax when ro 28 — 19 — 551. 
proper return. 0. 926. 

(Also Section 214, Article 101. ) 
(Also Section 234, Article 561. ) 
(Also Section 286, A. rticle 591. ) 

ADMIBIsTBETIVE: SEcTIov 8176, R. S. , ss AMEtvDED — ItvcoME Tkx: AcT 
oF SEPTEMBEB 8y 1916& xs AMEEDKD BY THE ACT oF OcTOBEB 8, 1917, 
hKD AcT oF FEBBvmY 24, 1919. 
Addition to tax for delinqueuctt or fraud. — (1) The addition to tax 

authorized to be assessed by section 8176, Revised Statutes, s 
amended, on delinquent or false and fraudulent returns is to be con- 
sidered a penalty and not a tax except for purposes of collection. 

(2) Such an addition to tax made on excess profits tax returns 
is not an allowable credit in arriving at the net income subject to 
normal income tax. 

(8) The payment of such an addition to tax is not to be disallowed 
as a deduction from gross income in obtaining net income on the 
ground that it is a part of the income or profits tax vvithin the pro- 
visions of law forbidding the deduction from gross income of those 
taxes. 

(4) The payment of an addition to tax for delinquency in filing a 
return may be rleducted from gross income as a business expense when 
such an addition to tax is an incident to carrying on a business or 
trade. The payment of an addition to tax upon a false or fraudulent 
return may not ordinarily be deducted from gross income as a business 
expense and may never be deducted in the case of an individual who 
himself was guilty of making a fraudulent return. 

- Opinion is requested upon the question whether the addition to 
the tax authorized by section 8176, Revised Statutes, as amended, 
shall be conside:ed for income tax purposes as a tax or as a penalty. 

Section 8176, Revised Statutes, as atnended by the A. ct of Septem- 
ber 8, 1916, provides: 

In case of any failure to make and file a return or list within the tinte pre- 
scribed by law or by the collector, the Commissioner of Internal Revenue shall 
add to the tax fifty per centum of its amount * ~ ". In case a false or 
fraudulent return or list is willfully made, the Commissioner of Internal Reve- 
nue shall add to the tax one hundred per centum of its amount. The amount 
so added to any tax shall be collecte&1 at the same time and in the sotne 
manner as part of the tax unless the tax has been paid before the discovery 
of the negligence, falsity, or fraud, in which case the anrount so added shall be 
collected in the same manner as the tax. 

Section 8176, Revised Statutes, was further amended by section 
1817 of the Revenue Act of 1918, the material chang'e, so far as the 
present opinion is concerned, being that the penalties provided for 
by section 8176, Revised Statutes, as amended by the Revenue Act of 
1916 were reduced to 25 per cent and 50 per cent, respectively. 

Section 29 of the Act of September 8, 1916, added by section 1211 
of the Act of October 8, 1917, provides: 

That in assessing income tax the net income embraced in the return shall also 
be credited with the amount of any excess profits tax imposed by act of Con- 
gress and assesed for the same calendar or fiscal year upon the taxpayer, and, 
in the case of a member of a partnership, with his proportionate share of such 
excess profits tax imposed upon the partnership. 

Section 1207 of the Act of October 8, 1917, amended the Act of 
September 8, 1916, by providing that income and excess profits taxes 
shall not be lega~l deductions from gross income in the returns 
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of individuals corporations, etc. Similar provisions are contained, 
in the Act of february M, 1919 (sec. 214 (a) (8); sec. 284 (a) (8) ) . 

The 50 per cent addition to tax, imposed by section 8176, has been 
heM by the A. ttorne7 Oeneral to be a penalty and not a tax. (17 
Op. A. tty. Gen. , 485. ) In I aw Opinion 922 it was held that interest 
at the rate of 1 per cent per month, prescribed by section 8184, Re- 
vised Statutes, and certain sections of the Revenue Act of 1918, con- 
stitutes no part of the tax, although it is to be collected in the same 
manner as the tax. 

From an inspection of section 8176, Revised Statutes, it appears 
to be clear that the amount to be added to the tax and designated as 
"part of the tax" is to corstitute a part of the tax for the purpose 
of collection only. There is no necessary implication that the addi- 
tion to the tax is to be considered for all purposes the same as the tax. 
It is not imposed by the same provisions of law as the tax is imposed. 
It is imposed upon the taxpayer bv reason of delinquency in the 
filing of a return or by reason of fraud in the preparation of the 
return. 

Since the additions to tax, authorized by section 8176, Revised 
Statutes, as amended, are to be considered the same as the tax only 
for the purpose of collection, it necessarily follows that they should 
not be considered as credits under section 29 of the Act of September 
8, 1916, added by section 1211 of the A. ct of October 8, 1917. For 
the same reason the provisions of law cited above to the effect that 
income and excess pro6ts taxes may not be deducted from the gross 
income do not apply. 

The question whether penalties of the character described are 
legal deductions from gross income is one which must be determined 
on the facts in a given case. These penalties may be an incident to 
the conduct of a business. Where by reason of the negligence of 
some clerk or 0%cer of a col'poratioIl a penaltv is incurred and paid, 
the penalty is an ordinary and necessary business expense and may 
legally be deducted from gross income. The same may also be true 
of the penalty imposed for delinquency in the 6ling of an individual 
Ieturn. A. Mitions to tax for fraudulent returns do not constitute 
necessary business expenses. An individual who himself is guilty 
of making a fraudulent return should not be allowed to deduct the 
penalty which he is required to pay for making such a return. 

In conclusion it is heM that (1) the addition to tax authorized to 
be assessed by section 8176, Revised Statutes. , as amended, on de- 
linquent or false and fraudulent returns is to be considered a penalty 
ancl not a tax except for purposes of collection; (2) such an addi- 
tion to tax made on excess profite tax returns is not an allowable 
credit in arriving at the net income subject to normal income tax; 
(8) the payment of such an addition to tax is not to be disallowed 
as a deduction from gross income in obtaining net income on the 
ground that it is a part of the income or pro6ts tax within the pro- 
visions of law forbidding the deduction from gross income of those 
taxes; and (4) the payment of an addition to tax for delinquency in 
filing a return may be deducted from grow income as a business ex- 

ense when such an addition to tax is an incident to carrying on a 
usiness or trade. The payment of an addition to tax upon a false 

or fraudulent return may not ordinarily be deducted Born gross 
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income as a business expense and may never be deducted in the 
case of an individual who himself was guilty of making a fraudulent 
return. 

Section 250, Article 1002: Payment of tax when no 20 — 19 — 516. 
proper return. S. 1156. 

IzcoMx Tax: REvENum AcT oF 1918, SscTrom 1817. 

Retenw. — Discussion of how same may be procured and tax collected 
from a taxpayer who has removed from the United States. 

Advice has been asked as to the procedure to be followed to pro- 
cure a return of income for the year 1918 in the case ot an individual 
who, after disposing of his holdings in the United States, left the 
country and is now residing in British Columbia. 

Section 8176 of the Revised Statutes as amended by section 1817 
of the Revenue Act of 1918 provides in part: 

If any person, ~ ~ ~ fails to make and file a return or list at the time 
prescribed by law ' ~ ~ the collector or deputy collector shall make the 
return or list from his own knowledge and from such information as he can 
obtain through testimony or otherwise. In any such case the Commissioner 
may, from his own knowledge and from such information as he can obtain 
through testimony or otherwise, make a return or amend any return made by a 
collector or deputy collector. Any return or list so made and subscribed by 
the Commissioner, or by a collector or deputy collector and approved by the 
Commissioner, shall be prima facie good and sufflcient for all legal purposes. 

If the failure to file a return or list is due to sickness or absence, the collector 
may allow such further time, not exceeding thirty davs, for making and filing 
the return or list as he deems proper. 

The Commissioner of' Internal Revenue shall determine and assess all taxes, 
other than stamp taxes, as to which returns or lists are so made under the 
provisions of this section. 4' 

It appears that A flled a return of his income for the year 1917 
and paid the tax shown to be due thereon. Prior to the time when 
a return should have been filed for 1918, A sold all his holdings in 
the United States and moved to British Columbia. Since removing 
from the United States A has not filed a return for 1918, although 
he had income from sources within the United States. It is not 
known whether A is an American citizen. The question now arises 
as to the procedure to be followed in procuring a return for 1918 
from A. 

If A is a citizen of the United States he is liable to income tax 
upon his income from all sources. (Law Opinion 298. ) If, on the 
other hand, he is a nonresident alien he is liable to an income tax 
upon his income received from sources within the United States. 
(Regulations 45, art. 91. ) 

An effort should be made through the American consul in British 
Columbia to have A file a return for the year 1918 and pay any 
taxes shown to be due thereon. If A refuses to make a. return, then 
the Commissioner should make a return for him, from such informa 
tion as he can obtain, and make an assessment on the basis of the 
return so made, in accordance with the provisions of section 1817, 
supra, . If upon investigation it is found that the taxpayer has no 

real or personal property within the United States on which a levy 

might be made, but that a judgment for the amount of tax due for 
1918 could be satisfied out of the property held by the taxpayer in 
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British Columbia, tlie courts of that country should be availed of 
for the purpose of collecting such taxes as are due for that year ~ 

The right of the United States to avail itself of this privilege is 
clearly stated in The Sapphire (78 U. S. , 164) ~ In that case the court. 
said at page 167: "The Constitution expressly extends the judicial 

ower to controversies between a State, or citizen thereof, ' and 
oreign States, citizens, or subjects, without reference to the subject 

matter of the controversy. Our own Government has largely availed 
itself of the like privilege to bring suits in English courts in cases 
growing out of our late Civil War. Twelve or more of such suits 
are enumerated in the brief of the appellees, brought within the last 
five years in the English law, chancery, and admiralty courts. " See 
also Moore's International I aw Digest (vol. 9 p. 85); Columbia, o. 
Cauca Co. (190 U. S. , 5o4); King of Spaan v. 6hver (9 Wash. C. C, , 
499). Compare Wisconsin e. Pelican Insurance Co. (197 U. S, , 
965). The bringing of suit for collection of' tax shown to be due for 
1918 could be accomplished through the employment of counsel in 
British Columbia for that purpose. 

Section 250, Article 1008: Interest on tax. 

IN xazsr xr THz R~m oz 1 Pzs Ox~wM Pzs Mozva. 

18-19-426. 
O. 884, 

(1) Where interest is collectible at the rate of 1 per centum per 
month from the due date interest must be collected for the fractional 
part of a month where the tax is not paid within' 10 days from notice 
and demand for payment. 

(2) Under sections 502, 504, 629, 903, and 905 interest is collectible 
at the rate of I per centum for each full month and fractional parts 
of a month must be disregarded. 

(3) Interest fs collectible from the date the tax becomes due. 

Opinion is requested upon the following questions relative to 
& Forms 17 and 91: 

(1) Whether interest payable at the rate of 1 per centum for each full 
month may be collected for the fractional part of a month. 

(2) From what date the interest should be computed. 

Section 950 (e) of the Revenue Act of 1918 provides: 
If any tax remains unpaid after the date when it is due and for 10 days 

after notice and demand by the collector, then ~ ~ ~ there shall be added 
as part of the tax the sum of 5 per cent on the amount due but unpaM, plus 
interest at the rate of 1 per centum per month upon such amount from the 
time it became due 

With respect to the ™e when taxes are due, section 250 (a) pro- 
vides as follows: 

The first installment shall be paid at the time fixed by law for 
Sling the return, and the second installment shall be paid on the fifteenth day 
of the third month, the third iustallment on the fifteenth day of the sixth 
month, and the fourth installment on the fifteenth day of the ninth month, after 
the time fixed by law for filing the return. * ~ ' If any installment is not 
paid when due, the whole amount of the tax unpaid shall become due and pay. 
able upon notice and demand by the collector. 

Section 950 (b) provides: 
If the amouut already paid is less than that which should have been paid 

the difference shall, to the extent not covered by any credits then due to the 
taxpayer under section 2o2, be paid upon notice and demand by the collector 
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In such case if the return is nmde in good faith and the understatement of 
the amount in the return is not due to any fault of the taxpayer, there shall 
be no penalty because of such understatement. If the understatement Is due 
to negligence on the part of the taxpaver, but without intert to defraud, there 
shall be added as part of the tax 5 per centum of the total amount of the 
deficiency, plus interest at the rate of I per centum per month on the amount 
of the deficiency of each installment i'rom the time the installment vcas due. 

Section 502 of the Act provides: 
The tax shall, without assessment by the Commissioner or notice from the 

collector, be due and payable to the collector at the titne an fixed for filing the 
return. If the tax is not paid when duc, there shall be added as part of the 
tax a penalty of 5 per centum, together with interest at the rate of I per 
centum for each full month, from the time when the tax became due. 

(1) Heretofore this once has held repeatedly that no interest for 
a fraction of a month shall be demanded (R g. 1, revised 1907, p. 
111; Reg. 1, revised 1917, p. 150; Reg. 2 revised July 5, 1916, p. 
50). The former ruling was app'arently 'based upon the language 
of sections 3184 and 3185, Revised Statutes. Section 3184 provides 
for the collection of interest upon delinquent pavments of tax "at 
the rate of 1 per centum a month. " Section 3185 provides for the 
collection of "interest at the rate of 1 per centum per tnonth, upon 
such tax from the time the same became d-e; but no interest for a 
fraction of a month shall be demanded A. reference to decisions 
of the courts in internal revenue cases prior to 1890 would indicate 
that it had been the practice of this once from the beginning to 
disregard parts of a month in computing interest at the rate of 1 
per centum per month under section 3184. 

In article 1003 of Regulations 45 the provision of th" law that 
interest shall be payable at the rate of 1 per centum per month has 
been construed as the equivalent of interest payable at the rate of 
12 per centum per annum. It is believed that the ruling is correct. 
Accordingly it Is held that interest at the rate of 1 per centum per 
month upon delinquent paymerts of i"come and excess proRts tax is 
collectible for a fractional part of a month. 

(2) Section 502 of the Revenue Act of 1918 provides for the colle" 
tion of interest upon delinquent paymen~ of taxes imposed under 
section 500 at the ra'. e of 1 per centum for each full month. The 
words " full month" imply that interest is not to be collected for the 
fractional part of a month. Section 3185, Revised Statutes, relat- 
ing to monthly returns, provides, as above indicated, that "no inter- 
est for a fraction of a month shall be demanded. " It is to be pre- 
sumed that the provision of section 502 has specBc reference to section 
3185, Revised Statutes. Returns required under sections 504. 629, 
903, and 905 of the Revenue Act of 1918 are subject to the provisions 
of section 502. It is accordingly held that with reference to returns 
required under these sections fractional parts of a month shall be 
disregarded in computing iriterest at the rate of 1 per centmn per 
month. 

(3) According to section 250 (a), in any case in which the time for 
payment of any' installment is at the request of the taxpayer post- 
poned, there is to be added as part of the installment interest thereon 
at the rate of one-half of 1 per centum per month from the time it 
would hare been due if no extension had been granted until paid. 
The computation of the interest in such case is of necessity from the 
date the installment became due. It is also provided in the same 
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Section 250, Article 1003: Interest on tax 1-19-106. 
O. D. V4. 

Any deficiency in the first installment of tax as shown by the com- 
pleted return must be paid together with interest thereon from March 

subdivision that if any installment is not paid when due the whole 
amount of the tax unpaid shall become due and payable upon notice 
and demand by the collector. In such cd the due date is the date 
of the notice and demand by the collector, and interest must be com- 
puted from that date. 

In subdivision (b) of section 250 it is stated that if the understate- 
ment is due to negligence on the part of the taxpayer, but without in- 
tent to defraud, there shall be added as a part of the tax 5 per centum 
of the total amount of the defiieiency plus interest at the rate of 1 
per centum per month on the amount of the de6ciency of each in- 
stallment from the time the installment was due. In such case inter- 
est must be computed from the elate the installment was due. 

In subdivision (e) of section 250 it is provided that if. any tax 
remains unpaid after the date when it is Bue and for 10 days after 
notice and demand by the collector, there shall be added as part of 
the tax the sum of 5 per centum on the amount due but unpaid plus 
interest at the rate of 1 per centum per month upon such amount from 
the time . it became due, but that as to any such amount which is 

'the subject of a bona ficle claim for abatement interest from the time 
the amount was due until the cls, i' is decided shall be at the rate of 
one-half of 1 per centum pcr month. In such case the interest col- 
lectible must be computed from the due date and not from the tenth 
day after the date of the notice and demand for payment. 

The rules above laid down are contrary to that laid down in article 
268 of Regulations iso. 88 (revised), where it is stated that where 
an abatement claim is filed after a notice and demand for payment 
has been made by the collector "interest at 1 per cent per inonth 
continues to run and should be collected with the tax at the time of 

yment for the full number of calendar months which intervene 
etween the date of the expiration of the first 10-days' notice and 

the date of the payment of the tax, notwithstanding the fact that a 
claim for abatement has been filed. " The same language is also con- 
tained in Regulations 14, page 14. Subdivision (e) of section 250 
malines this regulation ines'ective as applied to claims for the abate- 
ment of income and excess profits: taxes assessed, and it is accord- 
ingly recommended that a uniform regulation be established to the 
effect that interest shall in all cases be computed from the due date, 
and that where a tax is made payable by the issuance of. a notice 
and demand for payment, interest be coinputed from the date of such 
notice and demand for payment. 

It is therefore held as follows: 
(1) Where interest is collectible at the rate of 1 per centum per 

month from the due date interest must be collected for'the fractional 
part of a month where. the tax is not paid within 10 days from notice 
and demand for payinent. 

{2) Under sections 502, 504, 629, 908, and 905 interest is collectible 
at the rate of 1 per centum for each full month, and fractional parts 
of a month must be disregarded. 

(8) Interest is collectible from the date the tax becomes due. 
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Section 250, Article 1003: Intci est on tax 4 — 19 — 828. 
0. D. 149. 

When it is found upon filing a complete return, that the flrst in- 
stallment of tax was underestimated at the time of filing a tenta- 
tive return, interest on the amount by ~rhi. "h the tax was underesti- 
mated must be collected irrespective of amount. 

Section 250, Article 1003: Interest on t" x 18-19-427. 
0. D. 247. 

In the case of re}ected claims for abatement filed for taxes due for 
yeais prior to 1918, interest may be collected at the rate of 1 per. 
cent per month; for 1918 ancl subsequent years at the rate of one-half 
c, f 1 per cent per month; when based on Inventorv losses the interest 
should be collected at the rate of 1 per cent per month. 

Section 250, Article 1003: Interest on tax. 
(Also Section 214, Article 101. ) 
(Also Section 234, Article 561. ) 

Interest paid or accrued under the provisions of section 250 of the 
Revenue Act of 1918 is deductible under the provisions of section 
214 (a) or section 284 (a) (2) in computing net income. The word 
"interest, " referred to in section 250 (a), is synonymous rvith tliat in 
section 8184, Revised Statutes, and may be treated as a deductible 
item of expense. 

Section 250, Article 1004: Penalty for failure to file 8 — 19 — '&04. 

return. 0. 818. 

Where the attendant and surrounding circumstances have a tend- 
ency to cast doubt and suspicion upon a taxpayer, a plea of mere 
ignorance is not suScient to constitute. a reasonable cause for failure 
to make and file a return within time prescribed by law for the pur- 
pose of being relieved of the penalty. 

Section 250, Article 1004: Penalty for failure to file 7 — 19 — 806. 
return. T. B. R. 31. 

Penalties for delinquencies in filing supplemental tax returns for 
fiscal years ending in 191S should be imposed upon corporations as for 
delinquencies in filing tax returns for the calendar year 191S, sub]ect to 
such modifications in cases of compromises as may seem to be u-ar- 

ranted by the circumstances. 

The opinion of the Advisory Tax Board is requested as to whether 
the additional taxes shall be assessed and specific penalties asserted 
in the case of corporate taxpayers which, prior to the passage of the 
Revenue Act of 1918, filed tax returns for fisca years ending during 
that year, but are delinquent in filing supplemental returns required. 
by the Revenue Act of 1918. 

The general extension of the time to June 15, 1919, for completing 
corporate returns is understood to apply to corporations mal-ing 

15, at the rate of one-half of 1 per cent per month at the time of 
Sing such return, and a further sum sukcient with any amoimts 
already paid, exclusive of interest. to equal one-half of the tax shown 
by the completed return must be paid on or before June 15. 
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returns on the basis of. fiscal years ending in 1918, as weQ as to cor- 
porations making returns on the basis of the calendar year 1918- 
is suggested, doubtless because such fiscal year corporations have 
already filed returns for the fiscal year 1918 in accordance with the 
provisions of prior laws, that corporations which are delinquent in 
filing supplemental returns for such fiscal years ending in 1918 should 
not be subject to additional taxes or penalties by reason of such de- linquenciess. 

The filing of supplemental returns by corporations having fiscal 
cars ending in 1918 is essential to the proper adininistration of the 
evenue Act of 1918, and all reasonable measures should be taken 

to compel such filing. A corporation which has duly filed its return 
for such a fiscal year, as required by previous laws, may be entitled 
to some consideration on this account and may have some reason 
for the belief that it has performed its full duty. On the other hand, 
such a corporation is bound to know at its peril of its duty to flle 
such supplemental return. The extension to June 15, 1919, of the 
time for filing gives ample opportunity to a corporation to prepare 
its supplemental return, especially since many of the items included 
therein will be identical with items included in the return previously 
filed. The filing of a return for a fiscal pear ending in 1918, as re- 
quired by previous laws, is not therefore in and of itself a "reason- 
able cause ' within the meaning of the statute (see Revised Statutes, 
section 3176, as amended by section 1317 ef the Revenue Act of 1918) 
for failure to file the supplemental return. It seems, therefore, that, 
from the standpoint of the Governinent it is necessary as well as 
legal, and. from the standpoint of the taxpayer it is not unfair, to 
assess additional taxes and assert penalties against corporate tax- 
payers which are delinquent with respect to such' supplemental re- 
turns. In any compromises of such penalties, however, the fact that 
the delinquency was with respect to a supplemental return and that 
the original return was filed in accordance with law, may properly be 
taken into account. 

It is recommended, therefore, that penalties for delinquencies in 
filing supplemental returns for fiscal years ending in 1918 should be 
imposed upon corporations as for dehnquencies in filing tax returns 
for the calendar year 1918, subject to such modifications in cases of 
compromises as may seem to be warranted by the circumstances. 

Section 850, Article 1005: Penalty for Understated 1 — 19 — 105. 
Return. S. 926. 

A taxpayer who filed a return of income which did not include 
profit on the sale of certain corporate stock and in reply to an in- 
quiry by an examining ofhcer stated that he had not made any money 
on outside investments during the year, but in reply to a direct 
inquiry in regard to the sale of the stock, based on confidential infor- 
mation, admitted the sale, but made no explanation of his failure to 
include the profit on the sale in his return for the taxable year, is 
held to have Gled a false and fraudulent return for the purpose of 
evading taxation and the 100 per cent additional tax should be 
assessed. (1913 Act. ) 
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Section 250, Article 1008: Collection of tax by suit 4-19-285. 
0-888. 

The five-year limitation on assessment and suit contained in section 250 (d) applies only to taxes due under the Revenue Act of 1918. Section 252 does not operate so as to take away the rights which a taxpayer has under section 3228, Revised Statutes, to file a claim for refund within two years after the time the cause oi' action accrued. The five-year limitation in section 252 does not apply to claims for abatement. 

Advice is requested concerning the proper construction to be placed on sections 250 (d) and 252 of the Revenue Act of 1918, arid section 8228 of the Revised Statutes. 
Section 250 (d) provides that— 
Except in the case of false or fraudu?ent returns with Intent to evade the tax, the amount of tax due under any return shall be determined and assessed by the Commissioner within five years after the return was due or was niade, and no suit or proceeding for the collection of any tax shall be begun after tha expiration of five years after the date when the return was due or was made. In the case of such false or fraudulent returns, the amount of tax due may ba determined at any time after the return is filed, and the tax may be couactad at any time after it becomes due. 

Section 250, Article 1006: Penalty for nonpayment of 18 — 19-486. tax. 0. D. 270. 
The charge of $5 is to be added as a part of the tax when a warrant of distraint is served, irrespective of the fact that the delinquent may be the estate of an insane, deceased, or insolvent person. , 

Section 250, Article 1006: Penalty for nonpayment of 24-19-575. tax. O. D. 804. 
The penalty of $5 added as a part of the tax where a warrant of distraint is served is applicable only to income, war proflts, and excess profits taxes. 

Section 250, Article 1006: Penalty for nonpayment of . 25 — 19-588. tax. 0. D. 818. 
In cases where delinquent returns are flie and the total tax is paid at the time of filin, the penalty of 5 per cent and interest at the rate of 1 per cent per month do not attach. 

Section 250, Article 1007: Notice and demand of pay- 12-19&08. 
ment. 0. D. 288. 
Under section 250 (a), if any installment is not paid when due the 

v hole tax unpaid shall become due and payable upon notice and demand by the collector. It will be seen, therefore, that individuals 
wlio flie their returns without making» payment of at least one- 
fourth of the amount shoukd receive a notice on Form 21, covering the correct amount of the flrst installment, which carries interest from the date on which return should have been flled up to the date on which payment is made. 

They should also receive Form 17, notice and demand for the amount covered by the second, third, and fourth installments, and an additional Form 21, covering such amount, if the total is not, paid within 10 days. Such taxpayers will not be entitled to the install- 
ment privileges and payment should be demanded in full, as indicated 
above. 
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Section 252 provides as follows: 
That if upon examination of any return of income made pursuant to this 

Act, the Lct of August 5, 1909, entitled "An Act to provide revenue, equalise 
duties, and encourage the industries of the United States, and for other pur- 
poses, " the Aet of October 8, 1918, entitled "An Act to reduce the tariff duties 
and to provide revenue for the Government, and for other purposes, " the Reve- 
nue Act of 1916, as amended, or the Revenue Act of 1917, it appears that an 
amount of income, war profits, or excess profits tax has been paid in excess of 
that properly due, then, notwithstanding the provisions of section 8228 of the 
Revised Statutes, the amount of the excess shall be credited against any income, 
war profits, or excess profits taxes, or installment thereof then due from the 
taxpayer under any other return, and any balance of such excess shall be imme- 
diately refunded to the taxpayer: Prodded, That no such credit or refund shall 
be allowed or made after five years from the date when the return was made, 
unless before the expiration of such five years a claim therefor is Bled by the 
taxpayer. 

Section 8228 provides that- 
All claims for the refunding of any internal tax alleged to have been erro- 

neously or illegally assessed or collected, or of any penalty alleged to have been 
collected without authority, or of any sum alleged to have been excessive or in 
any manner wron~Hy collected, must be presented to the Commissioner of 
internal Perenue within two years next after the cause of action accrued. 
Proeided, That claims which accrued prior to June 6, 1872, may be presented to 
the Commissioner a. t any time within one year from said date. But nothing in 
this section shall be construed to revive any right af action which was already 
barred by any statute on that date. 

The following questions are asked with reference to the sections 
above quoted: 

1. Do the limitation provisions of section 250 (d) extend beyond 
the taxes imposed under the Revenue Act of 1918 and set up a limita- 
tion against the Governinent in suits brought for the collection of 
taxes due under previous income tax acts& 

This question must, be answered in the negative. Ordinarily a 
statute of limitations does not apply to suits brought by the Govern- 
ment for taxes due and unpaid. Where this privilege is waived by 
statute, the limitation which the Government sets up against itself 
shouM not be extended to suits for taxes other than those imposed 
by the law in which the limitation is found, unless it has been spe- 
cifically provided that the limitation is to apply to suits for taxes 
due under former laws. Moreover, the intention of the legislature 
must govern the construction of a tax law. If' the intention of the 
legislature is not clear in one section, resort may be had to other sec- 
tions of the law to determine the ideal intention. (See Cooley on 
Taxation, vol. 1, pp. 450, 451. ) Section 259 makes special reference 
to taxes paid under previous income tax acts and provides that no 
refund or credit for taxes paid shall be allowed or made after Qve 
years from the date when the return was due, unless the claim was 
made before the expiration of five years. If Congress intended that 
section 250 (d) should be construed so as to apply to suits for taxes 
due under income tax laws other than the Revenue Act of 1918, it is 
only reasonable to suppose that a specific provision similar to that 
found in section 252 would have been inserted therein. 

2. Does section 8228 of the Revised Statutes permit the filing of 
claims for refund of taxes paid under any of the Acts specified in 
section 252 of the Revenue Act of 1918 after Qve years from the da~ 
the return was due'l 



The view has been ezpr~d that section 252 does not repeal sec- 
tion 8228, but merely supplements the latt r, and whatever rights a taxpayer may have under section 8228 are premrved and further 
extended by section 252. In other words. it is said that a claim for 
refund may be filed under section 252 within Bve years after the due 
date of the return for the year involved, and that a claim for refund 
may also be flled within two years after payment of the tax, or the 
time when the cause of action accrued, as provided in =-ection 822S, 
This construction is advanced for the reason that tazpayers would 
otherwise have no relief by way of filing claiu. s for refund with 
reference to assessments under the Revenue Act of 1918. made 
just prior to the date when the Bve-year limitation expired. 

No suit may be brought for the collection of anv taxes alleged to 
have been erroneouslr collected until an appeal has been made to the 
Commissioner of Internal Revenue and a decision of the Commis- 
sioner has been had therein. (R. S. 3226. ) Consequently if the 
taxpay'er is required to pay the tares a~ against him at a 
time when the period within which a claim for refund mar be filed 
has expired he could never maintain a suit to recover the taxes paid. /or could the collection of the tax be enjoined. It is therefore held 
that section 252 of the Revenue Act of 1918 was not intended to take 
away the right given a taxpayer under section 8228 of the Revised 
Statutes to make a cia. im for refund within t~o years after the 
cause of action accrued or the date of the payment of the taz under 
protest. As another has said, "perhaps the mere textual construc- 
tion is in favor of the other view' but a contrary construction 
would not be harmonious with the spirit of the present law. which 
is designed to grant relief in cases when Revised Statutes 3228 works 
injustice. 

8 Grantin~ that section 250 (d) does not bar the collection of 
tazes due under past income taz Acts. and that claims for refund of 
taxes paid under such Acts arc barred bv section 252 after the ez- 
piration of fii e years from the. date ivhen the return wa. = due. un1e=s 
still permissible under Revised Statutes. 8228, does section 252 Mab- 
lish a bar for abatement claim. =. & 

Section 252 does not prohibit th' filing of claims for abatement, 
Such claims may be Bled ot any time after assessments are made 
and before the taxes assessed are paid or collected. It is held: 

1. Tlie 5-year limitation on assessment and suit contained in 
section 250 (d) applies only to taxes due under the Revenue A. ct of 1918. 

2. Section 252 does not operate so as to take away the rights 
which a taxpayer has under section 8228. Revised Statutes. to flle a claim for refund within two years after the time the cause of action 
accrued. 

8. The 5-year limitation in section 252 does not apply to claiins for abatement. 

Section 250, Article 1008: Collection of tax bv suit 1-19-107. 
O. D. 75. 

If a corporation in process of dissolution does not reserve su%cient funds to pay any income tax assessed against it, the liability for the 
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amount bf tax remaining unpaid attaches to the individual stock- 
holders, and if necessary, legal proceedings may be instituted against 
them for collection of the tax. 

Section 250, Article 1008: Collection of tax by suit. 12-19-409. 
(Also Section 1400. ) 0. D. 234. 

Where it is discovered that further taxes for 1918 and other years 
prior to 1918 are due from individuals and the discovery is not made 
until after three years from the date the returns for such years were 
due, amended returns or waivers should be secured, as heretofore, in 
order that the further taxes due may be assessed and collected with- 
out the necessity of instituting suit against the taxpayers. 

Section 250, Article 1013. Declaration of termination 8 — 19 — 205. 
of taxable period. 0. D. 181. 
A. n alien who desires to depart from the United States is required 

to submit to the proper ofiicials a certificate signed either by the col- 
lector of internal revenue for the district in which he last resided 
or for the district in which the port of embarkation is located, stating 
t!iat the collector has satisfied liimself that the alien has complied 
with all tax obligations with respect to income accruing up to the 
end of the month just preceding the date of the issuance of the 
cer tificate. 

Section 250, Article 1013: Declaration of termination 18 — 19 — 487. 
of taxable period. 0. D. 271. 
The instructions issued in IT — MIM 2195 (I. T. P~. 13 — 19 — 429; 

sec. 250, art. 1018) and other instructions issued with respect to de- 
parting aliens are not applicable to representatives of foreign coun- 
tries bearing diplomatic passports. 

Section 250, Article 1013: Declaration. of termination 27 — 19 — 606. 
of taxable period. 0. D. 824. 
Certificates of compliance with income tax obligations Inay be pro- 

cured either froni the ofiice of a collector of inteimal revenue or from 
the branch ofiice of the collector within the same collection district. 
The deputy collector or revenue agent acting for the collector will 
issue the certificates. 

Section 25, Article 1013: Declaration of termination 28 — 19 — 617. 
of taxable period. 0. D. 881. 
Aliens having a status as residents of the United States and desir- 

ing to leave the United States temporarily will be required to show 
that all income tax obligations for the taxable year and prior years 
to the date of departure have been satisfied, and that provision has 
been made for payment of subsequent installments of tax as they 
become due; also that arrangements have been made for filing of 
returns and payment of tax for the succeeding year, should their 
absence extend beyond the time for filing such returns and paying 
the tax. 
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Section 250. Srticle 1013: Declaration of termination 2q — 19-61'. of taxable period. O. D. 332. 
For the purpose of the Revenue Act of 191S, the 3 irgin I-lands 

are to be regarded as foreign territory. Rulings relative to citizens 
and alien departing from the United States are therefore applicable 
to persons who plan to go to those islands, but citizens of the 4 irgin Islands who reside in the I. nited States and plan to go to the islands 
are to be treated in the same manner as citizens of the United States 
in the matter of satisfving income taz obligations to the United States before departing from this countrv. 

Section 250, Article 1013: Declaration of termination 13 — 19W29. of taxable period. 11 — 2195. 
Itniform procedure for collecting income tax from aliens seeking passage abroad. 

On account of the un~ sual exodus of aliens from the United States 
following the armistice agreement and the treaty of peace, it be- 
comes necessary to outline uniform procedure as to the manner in 
which income taz should be collected from aliens seel-ing passage abroad. 

Section 250 (g) of the Revenue ji. ct of 191S provides in part as follows: 
If the Comiuissioner fintls that n taxpaver designs quickly to depart from tbe l. nited States or to remove bis propertv therefrom, or to conceal himself or his propertv thereiu, or to do auy other act tending to prejudice or to render whollr ineffectual proceedings to collect the tsx for the taxable year then last pu:t or the taxable year theu current nnless such proceedings be brought without delay, the Com&uissiouer shall declare the taxable period for such taxpayer terminated at the eud of the ca)cutler month then last pa. t and shall cause notice of such findiug and decbtrution to be given the taxpayer, together with a deutand for immediate paimeut of the tax for the taxable period so declared terminated aud of the tux for the preceding taxable year or so n&uch of said tux as is uupaid, whether or uot the titue othcrwi, . e allowed 

by law for Qliug return and parin tbe tax has expired; aud snch taxes shall tlcrenpon becotue immesliutely due aud puvable. 
In orcler tliat the provisions of the foregoing secti~n may be 

strictly enforced with the least possible friction ancl discomfort to 
persons who are returning to their native land, the following r«lcs 
have been outlined: 

Alien=, whether resident or nonresident as to the United Slates, 
also desire to depart from this country should appear before the col- 
lector of internal revenue for the district in which the individual last 
resided and should satisfv all income taz obligations with respect to 
income received up to and including the preceding month. 

In computing the taz liability of any person whose tazable 
period is terminated in accordance with section 250 (g), the tax- 
payer is entitled to the same personal exemption and credit i'or de- 
pendents as he should have been entitled to had the return been pre- 
pared for the full taxable year. (See art. 1013, Reg. Xo. 4. ~. ) If any inconie taz has been withheld from ~ages or other in- 
come of an alien, credit therefor should be given to the tazpayer 
when computing the balance of income taz due tlie United States Government. 

An alien v ho is a resident for income taz purposes during the 
year 1918 but decides in 1919 to return to his native country& should 

103022' — 22 — 17 
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be classi6ed as a nonresident alien for the taxable period of 1919 
This is not to be construed as depriving an alien of his status as a 
resident in case his absence is only temporary. A resident alien 
with children abroad is not a head of a family. A. resident alien 
with a wife residing abroad is not entitled to the joint exemption. 
A nonresident alien is entitled to personal exexnption and. credit for 
dependents only in case he is a subject of a country which imposes 
no income tax, or in imposing an income tax allows similar credits to 
citizens of the United States not residing in such country. For a 
list of the countries, see article 307, which will be supplemented by 
a list of additional countries when the data are available. 

An alien appearing bef ore the collector of internal revenue 
should be questmned as to his earnings for 1916, 1917, 1918, and 
1919, and the collector, in accordance with the information fur- 
nished, shouM execute Form 1040 C. The form shows the amount of 
tax due for the taxable period in 1919, as well as the income and 
amount of tax for prior years. On the bottom of the return is 
printed a certificate of compliance. This return should be executed 
in duplicate by the alien, and the certi6cate of compliance should be 
signeh by the collector of internal revenue. The ahen should retain 
the duplicate copy and should present it to the internal revenue 
agent ln charge at the port of embarkation for a sailing permit. 
Sailing permits will only be issued by internal revenue agents at the 
port of embarkation. 

SAILING PERMIT — UNITED STATES INTERNAL REVENUE. 

This is to certify that— 
Name 

City State 
has complied with all requirements of the Revenue Act of 1918 and the Acts for 
yrlor years. 

(Signed) 
Internal Iteeenne Agent. 

An American citizen applying for a sailing permit should satisfy 
the internal revenue agent in charge that he has paid aB install- 
ments of income tax due up to the date of departure, and has made 
arrangements for the payment of future installments as they become 
due. It will not be necessary to declare the taxable period of a 
citizen of the UIIited States closed as provided in section 250 (g) of 
the Revenue Act of 1918, unless the agent has reason to believe that 
the departing citizen intends evasion of his income tax liability for 
1919. 

In accordance with an agreement with the oKcials of steamship 
companies which operate ships entering into United States ports, 
steamship oScials will require persons applying for overstamping 
of tickets to produce a sailing permit, signed by' the proper internal 
revenue ofhcer. 

In cases where an alien has failed to appear before the collector 
of internal revenue for his district prior to seelaIIg passage to a 
foreign countrv. , it will be necessary for him to appear before the 
collector of internal revenue for the district in which the port pf- 
embarkation is located in order to . satisfy his income tax obligations. 
I'endmg the issuance of printed forms for nonresident aliens, Form 
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1040C having printed thereon the certificate of compliance, the col- 
lector of internal revenue wiH prepare, with necessary adjustments 
Form 1040% in duplicate, attaching to the duplicate a certificate o) 
compliance. The worksheet of Form 10404 may be used as a dupli- 
cate, to be retained by the alien. 

EX&MIH&TIOB ov XLIEKS 

When examining aliens in the once of collectors of internal reve- 

nue& they should be questioned substantially as follows: (a) By whom 
employed, length of time, amount earned, amount of tax withheld, 
supported by letter from employer. (b) Married or single, and if 
former, is wife in this country. (e) If not employed for any part 
of the year, give reasons and how supported while unemployed. 

(d) Information as to nature of work performed should be mcured 
as correctness of amount of income may be determined by standard 
prices paid for labor. (e) Information as to amount of money sent 
abroad should also be obtained and, if necessary, be verified throu +~a 

local bankers or steamship company. 

Section 2ol. — RECEIPTS FOR TAXES. 

Section 251, hrticle 1021: Receipts for tax payments. 8 — 19-882. 
T. D. 2874. 

1. Eeoeipts to taxpayers — Duty to moue. — The fact that section 251 
of the A. ct of February 24, 1919, requires that full written or printed 
receipts be issued to taxpayers only on request therefor does not limit 
the collector's mandatory duty to issue them when requested and does 
not fail to make them documents required to be is~ed whenever 
requested, and the receipts are plainlr documents required to be issued 

by such section. 
2. Same — SimuLation or fraudulent execution. — Such receipts are 

documents required by provisions of the internal-revenue laws and 
br regulations made in pursuance thereof within the meaning of 
section 3451, Revised Statutes. mal. -ing it an offense to simulate or 
falselr or fraudulently execute or sign any document required by the 
internal revenue laws, or any regulation made in pursuance thereof, 
or to procure the same to be falsely or fraudulently executed, or to 
advise. aid in, or connive at such execution thereof. 

8. Same — BLanl s. — The off'ense may be committed either where the 
receipt itself is a genuine receipt of the kind kept for that purpose 
in the office of the internal revenue collector, but signed by' the de- 
fendant without authoritr, or where, even if not a blank of the kind 
required to be kept, the blank itself is simulated or f alselr or *audu- 
lently executed and issued by a person who has no po~er or authority 
to do so. 

4. Same — Income tax receipts. — Where defendant was charged 
with violating section 8451, Revised Statutes, in that he faL~ely 
*audulentlr. etc. , simulated and executed and advised, aided in, an) 
connived at the execution of certain income tax receipts required by 
section 251 of the A. ct of February 24, 1919, to be given when re- 
quested. what defendant told the persons who paid the money is not 
material, nor is the question v hether or not such persons were subject 
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to tlie pay~ nt of an income tax or to assessment and levy « 
tax. 

Section 252. — REFUNDS, 

Section 252, Article 1032: Claims for abatement of 81 — 1~52. 
taxes erroneously assessed. 0. 957. 

INcouE, )V&u PsoxiTs, &ND ExcEss PEOFTTs TxxEs — SEOTmN 8218, RxvisED 

STATUTES~ xND SEcTIoN 252, REvENUE ROT oF 1918. 

It is within the discretion of q collector of internal revenue to re- 

quire a bond as a condition of the suspension of the coliection of the 
tax where a claim for abatement of the tax has been filed. 

Only an amount of income, war profits, or excess profits tax which 

bas been actually found to have been paid in excess of what was 

properly due can be credited against income, war profits, or excess 
profits taxes due from the taxpayer under any other return. 

The questions are raised whether a collector of internal revenue is 
authorized to require a bond from the taxpayer as a condition of the 
suspension of the collection of the tax pending the decision upon a 
claim for abatement and whether the amount claimed to have been 

erroneously collected can be credited, prior to the decision of the 
claim, against taxes due from the taxpayer under another return. 

Section 8218 of the United States Revised Statutes provides: 

Every collector shall be charged with the whole amount of taxes, whether con- 

tained in lists transmitted to him by the Commissioner of Internal Revenue, or 
by other collectors, or delivered to him by his predecessor in office, and with 
the additions thereto, ' ~ ~ and he shall be credited with all payments 
into the Treasury made as provided by law, * ~ ~ and with the amount 
of taxes contained in the lists transmitted, in the manner heretofore pro- 
vided, to other collectors, and by them receipted as aforesaid; also with the 
amount of taxes of such persons as may have absconded, or become insolvent, 
prior to the day when the tax ought, according to the provisions of law, to have 
been collected, and with all uncollected taxes transferred by him, or by his 
deputy acting as collector, to his successor in ofiice: Provided, That it shall 
be proved to the satisfaction of the Commissioner of Iuternal Revenue, who 
shall certify the facts to the [First] Comptroller of the Treasury, that due 
diligence was used by the collector. 

Section 252 of the Revenue Act of 1918 provides: 
That if, upon examination of any return of income made pursuant to this 

act, ~ * ~ it appears that an amount of income, war profits, or excess 
profits tax has been paid in excess of that properly due, then, notwithstanding 
the provisions of section 8228 of the Revised Statutes, the amount of the 
excess shall be credited aga. inst any income, war profits, or excess profits taxes, 
or installment thereof, then due from the taxpayer under any other return, 
snd any balance of such excess shall be immediately refunded to the tax 
payer. 

Under section 8218 of the Revised Statutes every collector is 
charged with the whole amount of taxes, whether contained in lists 
transmitted to him by the Commissioner of Internal Revenue or by 
other collectors, or delivered to him by his predecessor in once, and 
with the additions thereto, and he is credited only with all payments 
into the Treasury made as provided by law, and with the amount 
of taxes contained in the lists transmitted by him to other collectors 
and by them receipted for, and also with the amount of taxes of 
such persons as may have absconded or become insolvent prior 
t3 e day when the tax ought, according to the Provisions of the law 
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to have been collected, and with all uncollected taxes transferred 
by him. or by his deputy acting as collector, to his successor in ofilce, 
and this is conditioned upon proof, to the satisfaction of the Com- 
missioner of Internal Revenue, who must certify to the fact, that 
due diligence was used by him in his endeavor to collect the tax. In article 10M, Regulations. 45, it is provided: 

The filing of a claim for abatement does not necessarily operate as a sus- pension of the collection of the tax or make it any less the duty of . the collector to exercise due diligence to prevent the collection of the tax being jeopardized. EIe should, if he considers it necessary, collect the tax and leave the taxpayer to his remedy by a claim for refund. 
There is no provision of law or of the regulations for crediting a collector with any amount of tax which he might be unable to collect 

by reason of a decrease in the assets of a taxpayer subsequent to the transmission of the list to him, and in no case is he relieved of lia- 
bility for the amount of the tax in the absence of due diligence in 
endeavoring to collect it. AVhile there is no provision of law ex- 
pressly authorizing the collector to require a bond as a condition of 
suspending the collection of the tax, he is personally charged with 
the amount of the assessments made against taxpayers in his district 
and he is requirecl to use due diligence in collecting such taxes. If 
he fails to exercise due diligence, it is clear that he becomes per- 
sonally liable for any tax wliich may be lost through such failure. He may require the tax to be paid and leave the taxpayer to his 
remedy by a claim for refund, and if he see fit to suspend the col- 
lection of the tax in any case ivhere a final collection may thus be 
jeopardized he does it at his oven risk. It is within his discretion to 
protect himself by requiring the taxpayer to execute a bond in the 
amount of the tax the collection of which is postponed. It has been suggested that under the provisions of section 2, &o of the 
Revenue Act of 1918 the taxpayer should be allowed a credit for 
any amount claimed in goocl faith to have been erroneously paid 
against taxes due from him under any other return, pending the 
Ilecision upon such claim. Such procedure is manifestly not author- 
ized by said section. It provides only for the allowance of the credit 
when "it appears that an amount of income, war profits, or excess 
profits tax has been paid in excess of that properly due. " If this 
phrase standing by itself be capable of more than one interpretation, 
its interpretation here is fixed. by the following provision that "The 
amount of the excess shall be credited against any income, war 
profits, or excess profits taxes or installment thereof then due from 
the taxpayer under any other return. " It is only the amount of the 
excess which can be creditecl against assessments upon another re- 
turn and the amount of the excess can only be known when the merits 
of the claim for refund have been determined. It is clear then that 
the word " appears" as used in this section is equivalent to "lras been 
ascertained. " This section therefore authorizes the credit only of 
the amount of taxes actually ascertained to have been paid in excess of those due against taxes due upon any other return. It is accordingly held that it is within the discretion of a collector 
of internal revenue to require a bond as a condition of the suspen- 
sion of the collection of tax where a claim for abatement of the tax has been filed, and only an amount of income, war profits, or excess 
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profits tax which has been actually found to have been paid in ex- 
cess of what was properly due, can be credited against income, war 
profits, or excess profits taxes due from the taxpayer under any oth« 
return. 

Section 252, Article 1036: Claims for refund of taxes 8 — 19-388. 
erroneously collected. T. D. 2871. 
T. D. 2871 amends article 1036, Regulations 45, as follows: 
The last two sentences are to be replaced by the following: 

In certain cases of overpayment by taxpayers the collector may repay the 
excess after allowance by the Commissioner of a claim for refund made by 
the collector on Form 75L The ca. scs in which refund is made through col- 
lectors are covered by specific provisions not herein incorporated. The Com- 
missioner has no authority to refund on equitable grounds penalties legally col- 
lected. 

Section 252, Article 1036: Claims for refund of taxes 18 — 19 — 488. 
erroneously collected. O. D. 472. 
When a claim for refund is filed by aliens, resident or nonresident, 

on Form 46, a copy of the form upon which the alien was assessed 
. and taxed should be attached to Form 46. 

Section 252, Article 1036: Claims for refund. of taxes 
erroneously collected. 

(See 7 — 19 — 310; sec. 835. ) Excess profits tax paid by partnership 
with respect to income received during 1918 can not be applied as 
credit to tax due from individual members for taxable year 1918. 

Section 252, Article 10M: Claims for refund of taxes 
erroneously collected. 

(See 30 — 19 — 643; sec. 223, art. 401. ) Claim for refund of tax paid. 
in advance or on the basis of a tentative return when correct net in- 
come insufhcient to require a return. 

Section 252, Article 103'7: Suits for recovery of taxes 9-19 — 347. 
erroneously collected. T. D. 2882 (2). 

Sums due the United States are a valid offset as against amount 
found due the taxpayer in suit against collector, though included 
therein n. re items which the Commissioner of Internal Revenue did not 
claim to be due the United States when considering the return for 
assessment purposes. 

Where an action for money ha, d and. received is brought against a 
collector of internal revenue for the amount of an additional tax 
paid on net income, the taxpayer is entitled to recover only such 
amount as is in reality greater than the tax which should have been 
assessed under the law as properly interpreted and applied. The 
fact that the Commissioner in assessing the tax erroneously allowed 
some deductions for depreciation does not operate as an estoppel 
against the collector or against the United States, as it is well settled 
that no assessment of the Commissioner is necessary for the collec- 
tion of the tax, at least in a direct action by the United States; nor 
does it make any di8erence that an assessment has been made, for in 
spite of the assessment snd of the expiration of the period within 
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which an amended assessment can be made, the United States may 
still sue for the amount actually due. It is immaterial that suit is 
in form against the collector, because the recovery in the end comes 
from the United States, so that even if the collector were personally 
estopped, that estoppel under the circumstances does not apply 
against the United States. The conclusion is reached therefore that 
sums due the United States as determined by the court in suit against 
a collector of internal revenue are a valid ofFset as against the amount 
found due the taxpayer, though such sums include items which the 
Commissioner did not claim to be due the United States when con- 
sidering the return for purposes of assessment. 

Section 253. — PENALTIES. 

Section 258, Article 1041: Specific penalties. 18-19-480. 
O. 898. 

RuHug under Revenue Act of 1917. — Penalties against partnerships 
and individual partners. 

Neither partnerships nor individuals when in default in connection 
with the excess profits tax law are subject to the penaltias provided 
in section 1004 of the Revenue Act of 1917. The ad valorem penalty 
attached for failure to make returns is 50 per cent. 

Section 258, Article 1041: Specific penalties. 1-19-108. 
S. 981. 

The giving of instructions or advice with the purpose and intent of 
inducing persons liable to make income returns or pay income tax to 
refrain from making such returns or paying such tax is an attempt to 
defeat the tax within the meaning of the statute, and those givin such 
instructions or advice are amenable thereto. 

Section 258 of the Act of 1918 reads as follows: 
That any individual, corporation, or partnership required under this title to 

pay or collect any tax, to make a return or to supply information, who fails 
to pay or collect such tax, to make such return, or to supply such information 
at the time or times required under this title, shall be liable to a penalty of 
not more than $1, 000. Any individual, corporation, or partnership, or any officer 
or employee of any corporation or member or employee of a partnership, who 
willfully refuses io pay or collect such tax, to make such return, or to supply 
such information at the time or times required under this title, or who willfully 
attempts in any manner to defeat or evade the tax imposed by this title, shall 
be guilty of a misdemeanor and shall be fined not more than $10, 000 or im- 
prisoned for not more than one year, or both, together with the costs of prose- 
cution. 

OFFicers or members of a certain organization have issued advice 
or instructions to refuse to fill out income returns or pay income tax. 
The question is whether the persons giving such advice or instruc- 
tions are within the statute. 

The section imposes penal liability, and penal statutes are to be 
strictly construed. It is also the rule that the purposes of construc- 
tion of a statute should be to find the intent of the lawmakers. Look- 
ing at the four corners of the section in question, there is some 
ground for concluding that it was aimed at persons who are required 
either to pay or collect a tax, and that persons who are not required 
to do either were not within the contemplation of the lawmakers. 
It might. , therefore, be logically argued. that, it being doubtful 
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whether tlie statute was aimed at cases like the present, the persons 
in question ought, under a strict construction, to be given the benent 
of the doubt and not charged with 1! ability. 

Such, however, is not the way the doctrine of strict construction is 
applied. "Yv'e are undoubtedly bound to construe penal statutes 
strictly and not to extend them beyond their obvious meaning by 
strained inference. On the other hand, we are bound to interpret 
them according to the manifest import of the words and to hold cases 
which are within the words and the mischiefs to be within the reme- 
dial influence of the statute. " (The Schooper Industry, 1 Gall. , 114, 
117; Northern Securities Co. v. U. S. , 193 U. S. , 197, 859. ) In other 
words, the doctrine of strict construction means that the language 
which is in fact used in a statute shall not be strained beyond its 
normal and usual meaning to include a case which is not covered by 
the language as it stands. It does not mean that the language shall 
be strained so as to exclude a case which is within its literal import. 

Looking at section 258, we And the facts of the instant case to be 
directly within the literal language used. Such language is "A. n in- 
dividual ~ * ~ who willfully attempts in any manner to defeat 

the tax. " Certainly the persons giving the advice or in- 
structions in question have willfully attempted to defeat the tax. 
Certainly, also, a provision whereby such persons, and those who 
from di8'erent motives advise clients to adopt methods of account 
l-eeping, etc. , whereby it is hoped the tax may be defeated, !nay be 
reached, is necessary, and it is not at all unreasonable to suppose that 
the framers of the Act had the deliberate purpose of reaching such 
persons, and that their case is therefore "within the mischiefs. " 
At any rate, while the attempt should be to ascertain the intent of the 
lawmakers, the language used is always the best evidence of such 
intent. "It is not only~the safer course to adhere to the words of a 
statute, construed in their ordinary import instead of entering into 
any inquiry as to the supposed intention of Congress, but it is the 
imperative duty of the court to do so. " (Bate Refrigerating Co. e. 
Sulzberger, 157 U. S. , 188. ) "We must take the law as we find it 
upon examination of its language. " (U. S. e. Gooding, 12 Wheat. , 
460, 478. ) The case is within the words and the words are to be 
pres~umed to express the congressional intent. 

Therefore, it is concluded that the giving of instructions or advice 
with the purpose and intent of inducing persons liable to make in- 
come returns or pay income tax to refrain from making such returns 
or paying such tax is an attempt to defeat the tax, within the mean- 
ing of the statute, and those giving such instructions or advice are 
amenable thereto. 

Section 253, Article 1041: Specific penalties 6-19-282. 
0. D. 168. 

If a citizen about to leave the United States willfully refuses to 
pay such tax as is properly due& he may be arrested and detained for 
the purpose of facing prosecution criminally f' or a violation o f sec 
tion 253 of the Revenue Act of 1918. Furthermore, the district 
courts of the United States, at the instance of. the United States, are 
vested with jurisdiction to make and issue writs and orders of in. 
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junction and ne exeat republica and such orders and process as mt' 
be nece~ry or appropriate for the enforcement of the provisions of 
the Revenue Act of 1918. ('Sec. 1318. ) With respect to these pm- 
visions a citizen departing is in no diferent position from a citizen 
continuing in the United tates — the Act being enforceable alike 
agaitt. -. t taxpayers continuing in the I nited +tates and taxpayers de- 
parting from the l. uite&l +tates. 

Section 256. — I'XFORIIATIOX AT SOI. 'RCE. 

Section 256, Article 1071: Return of information as to 18-19 — 489. 
payments of ~1, 000. 0. 907. 
. 'section 816? of the Revised statutes as antended by =-ection 1817 

of the Revenue Act of 1918 is applicable to any income return, in- 
cluding returns made on Forms 1096 and 1099. 

Where a corporation or its representatives fail to supply or make 
roper returns of information called for under section 256 of the 
evenue Act of 1918, the penalties provided for under =-ection 258 of 

said act may be invokecl. 

Section 256, Article 1074: Cases where no return of in- 2-19-172. 
formation required. O. D. 115. 
Rents paid in crop shate=. are not "fixed or determinable gains, 

profit. -, and inconte" to be reported in returns of information. 

Section 256, Article 1076. Return of information as to 1 — 19 — 110. 
payments to nonresident aliens. O. D. 76. 
I'orm 1099 is required in case of payment to a, nonresident alien 

partnership of interest on bank deposits if the interest amounts to 
81. 000 or more. 

Section 256, Article 1076: Return of information as to 5 — 19 — 263. 
payments to nonresident aliens. O. D. 162. 
In cases ~here a foreign corporation is the registered o~ner of 

stock of a domestic corporation and the actual owner is a nonresident 
, ", lien individual or partnership, disclosure of actual ownership 
should be made on Form 1087, rcvi. -ed, in order that a domestic cor- 
poration required to render a ~return of information as to dividends 
in accordance with section 254 of the act, may have at its disposal 
information as to actual ownership of the stocl-. The foreign 
corporation as the registered holder is not, ho~ever, required to ren- 
der any return or withhold any tax from income paid to the actual 
o~ner of the stock, nor is there any provision under the Revenue Act 
of 1918 whereby any withholding of tax at the source i. = required 
by the debtor corporation with respect to such income whether actual- 
ly owned by the registered owner or by a third party. 

Xonresident alien individuals who are actual owners of stock 
registered in the name of a foreign corporation should render or 
cause to be rendered a return of income from sources within the 
k nited +tates, including dividends upon stock actuallv owned by 
theat but registered in the name of the forei&m corporation. 
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Section 256, Article 1078: Ownership certificates for 81-19-658. 
foreign items. 0. D. 854. 

(Also Section 221, Article 866. ) 
Nonresident alien individuals, partnerships, and corporations not 

engaged in trade or business within the United States and having no 
ofFice or place of business therein, should file Form 1001 — A properly 
modified, in connection with interest coupons on bonds of a corpora- 
tion organized in the United States but which transacts no business 
in the United States and owns no property therein. 

In cases where Form 1000 has been filed by nonresident alien bond- 
holders, the certificate should be stamped as follows before being 
forwarded to the Commissioner of Internal Revenue, Sorting Divi- 
sion: " Exempt — debtor corporation owns no property and does no busi- 
ness in the United States. " 

Section 257. — RETURNS TO BE PUBLiC RECORDS. 

Section 257, Article 1091: Inspection of returns. 
(Also Section 221, Article 864. ) 

17-19-478. 
0. 879. 

OwNERsHIP CERTIFIcATEs, CERTIFIED COPIES. 

Ownership certificates are income returns within the meaning of sec- 
tion 6167, Revised Statutes, as amended. As they are filed as a result 
of income tax laws for the purpose of being used in connection with 
hicome tax returns they are to be treated as such under the regulations 
governing the furnishing of copies. 

Ownership certificates have been required to be executed and filed 
under rules and regulations made pursuant to authority contained 
in the several income tax Acts. They were designed. for the purpose 
of administering efFectively the provisions of such Acts which re- 
quired corporations to deduct and withhold from interest on certain 
of their securities owned by certain persons fixed percentages to be 
paid over to the Government as a part of the tax due from such 
persons. 

Section 3167 Revised Statutes, as amended by the Revenue Act of 
1918, provides: 

It shall be unlawful for any collector, deputy collector, agent, clerk, or other 
oflicer or employee of the United States to divulge or to make known in any 
manner whatever not provided by law to any person ' ' " the amount or 
source of income, profits, losses, expenditures, or any particular thereof, set 
forth or disclosed in any income return, or to permit any income return or 
copy thereof or any book containing any abstract or particulars thereof to be 
seen or examined by any person except as provided by law; and it shall be 
unla. wful for any person to print or publish in any manner whatever not pro- 
vided by law any income return, or any part thereof or source of income, 
profits, losses, or expenditures appearing in any income return; and any 
offense aga. inst the foregoing provision shall be a misdemeanor and be pun- 
ished by a fine not exceeding $1, 000 or by ™prisonment not exceeding one 
year, or both, at the discretion of the court; and tf the olTender be an officer 
or employee of the United States he shall be dismissed from office or discharged 
froni employineut. 

Ownership certificates have been required to be made out by per- 
sons presenting interest coupons for payment. They show the name 
of tha debtor corporation, the description of the security, and the 
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interest rate, the date of maturity of interest, the amount of the 
interest due, and the signature of the mal-er, and his post-office 
address. After the payment of the interest to the maker of the 
certificates they are required to be filed with the department as a 
check against and therefore as a complement to the income tax re- 
turns of the makers. As they contain, among other things, a state- 
ment showing income of the maker and its source, they are clearly " income returns" within the meaning of section 8167, Revised 
Statutes, as amended. Being such it would be unlawful for any 
person to make known, in any manner whatever, not providecl by 
law, any part thereof. The regulations contained in Treasury De- 
cision 2016, dated July 20, 1914, provide how, when, and to whom 
copies of income tax returns, made pursuant to section 2 of the Act 
of October 8, 1918, may be lawfully furnished. By subsequent ap- 
propriate regulations they are made applicable to the provisions 
contained in the subsequent income tax Acts of September 8, 1916, 
and the Revenue Act of 1918. If ownership certificates are income 
fax returns copies may lawfully be furnished, as provided in these 
regulations. As they are income, v'etm~s, designed for the purpose 
of being used in connection with the collection of income tax im- 
posed by income tax laws, and to be filed as a complement to income 
tax returns required of the maker, they should be considered inco~ 
tax refuvvts. In Law Opinion 622 it was, in efi'ect, held that lists 
furnished to supplement and become a part of income tax retulms, 
are open to inspection the same as the returns themselves. That 
ruling is broad and includes such lists, whether or not they show 
income. The regulations permit furnishing copies of income tax 
returns to the maker of the returns. In Solicitor's Memorandum 
No. 789 it was held that a receiver of a corporation is as much 
entitled to a copy as the corporation itself. A duly constituted 
executor or administrator of the estate of a deceased person is his 
personal representative and following the reasoning in S — 789 he is 
as much entitled to a copy of the return of the deceased as the maker 
himself. Where copies of ownership certificates are requested, for 
w!. atever purpose, we should look for authority to furnish them to 
the regulations contained in Treasury Decision 2016. 

It i~s held that ownership certificates made by persons owning 
securities, showing income of the makers, which pursuant to law and 
regulations are filed with the department, are income returns, and 
as they are required to be filed as a result of incolne tax laws for the 
purpose of being a complement to income tax returns of the makers 
they should be treated the same as income tax retunis are treatecl 
under the regulations governing the furnishing of copies of such tax 
returns. 

Section 257, Article 1091: Inspection of returns. 

LrsTS OI" INDIvIDUALs SIAKINo INcohIE TAx RETUKNs. 

14-19-439. 
O. 897. 

The Commissioner of Internal Revenue mar lawfuuI cause to be pre- 
pared from stencils in the offices of the several collectors of internal 
revenue in a State, a list or lists containing the names and post-office 
addresses of individuals making income tax returns to the several col- 
lectors and maI' cause them to be placed in the office of officials 
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charged with the collection of State income tax, to be there available 
for public inspection. The authority does not extend to lists of part- 
nerships or ilduciaries; inspection of corporate returns by State officers 
is governed by another provision of law. 

Opinion is requested whether a list of the names and post-oflice 
addresses of persons making income tax returns for the year 1918 to 
the collectors of internal revenue for a State may lawfully be fur- 
nished the oflicer of the State who is charged with the collection of 
income taxes imposed by that State. 

An oflicer of a State has requested such a list containing the names 
and addresses of individuals, partnerships, and fiduciaries who filed 
income tax return in that State for the year 1918. It is represented 
that the collector of. internal revenue in that State now has in his 
oflice in stencil form the information desired and that the purpose of 
the oflicer will be served if each collector be permitted to have a list 
of the individuals filing returns made from the stencils upon cards 
to be supplied by the comptroller. 

Section 3167, Revised Statutes, as amended by the Revenue Act of 
' 1918, makes it unlawful for anyone "to divulge or to make known in 

any manner whatever not provided by law to any person 
the amount or source of income, profits, losses, expenditures, or any 
particular thereof, set forth, or disclosed in any income return, or to 
permit any income return or copy thereof or any book containing 
any abstract or particulars thereof to be seen or examined by any 
&erson except as provided by law; * * *" "or to print or pub- 
ish in any manner whatever not provided by law any income re- 

turn or any part thereof or source of income, profits, losses, or ex- 
penditures appearing in any income return; 

"Any abstracts or particulars" or "any part" of "any income 
return" are comprehensive enough to include the names and addresses 
of the makers when they are taken from such returns. The evident 
purpose of this provision is to cause to be held in confidence and not 
to be divulged anything in the way of information, including the 
names and post-o%ce addresses of the makers, contained in income 
returns, unless there is specific provision of law for making it known. 

It is provided. in section 257 of the Revenue Act of 1918 that- 
The Commissioner shall as soon as practicable in each year cause to be pre- 

pared and made available to public inspection in such manner as he may deter- 
mine, in the office of the collector in each internal revenue district and in such 
other places as he may determine, lists containing the names and post-office ad- 
dresses of all individuals making income tax returns in such district. 

This provision is directly and manifestly desigiled for one pur- 
pose, namely, making the lists available for pubHc inspection which 
implies that any and every one may inspect them. It does not pro- 
vide for furnishing a list to an individual for his exclusive use or to a 
State oflicer for his exclusive o%cial use, and there is no other provi- 
sion of law for furnishing such a list. 

By section 257 the Commissioner may determine the manner in 
which the lists may be prepared and made available for public 
inspection, and also the places (other than in the collector's OKce) 
he will make them so available. He may therefore legally cause the 
lists to be prepared on cards from stencils in the collector's oflice and 
to be made available for pvbHc inspection in the oflice of a State 
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o%cer. In this way the State officer may, with others, inspect the lists 
in his office, and make. if he desires, copy of such lists for his personal 
or official use. The lists authorized by section 257 are to contain only 
the names anti addresses of indi1idual8 making income tax returns. 
The authority does not extend to partnerships or fiduciaries. 

It is held that uncler authority contained in section 257 of the 
Revenue Act of 1918 the Commissioner may lawfully cause to be 
prepared from stencils in the offices of the several collectors of inter- 
nal revenue a list or lists containing the names and post-office ad- 
dresses of individuals making income-tax returns to the several 
collectors and may cause them to be placed in the office of officials 
charged with the collection of State income taxes, to be there avail- 
able for public inspection. The authority does not extend to lists of 
partnerships or fiduciaries; inspection of corporate returns by State 
officers is governecl by another provision of law. 

Section 257, Article 1091: Inspection of returns 81-19-654. 
0. D. 355. 

The executor of an estate may secure copies of income tax returns 
filed by the decedent upon submission to the Commissioner of a cer- 
tified copy of letters testamentary evidencing his appointment as 
executor. 

27-19-607. 
0. D. M5 

Under the regulations governing inspection of income tax returns, 
if a taxpayer renders a joint retuin in behalf of himself and his wife, 
copies of the return may be furnished only to the person rendering the 
return or to his duly constituted attorney. 

Section 257, Article 1092: Inspection of returns by 1 — 19-112. 
State. 0. D. 78. 

It is held that the returns of citizens or residents of any State may 
not be inspected by State officials for the purpose of obtaining 
information in connection with State income tax laws. 

Section 257, Article 1093: Inspection of returns by 18 — 19-490. 
stocl-holder. 0. D. 273. 

A. "stockholders' protective committee, " to which deposited stock 
has been transferred for the purpose of safeguarding the interests of 
the minority stockholders, is not considered a bona fide stockholder 
within the meaning of section 257 of the Revenue Act of. 1918. 

Section 257, Article 1094: Penalties for disclosure of re- 15 — 19-451. 
tu 1'ns. T. D. 2903. 

IXI'OEMATJON CONTKIxED IA RETT Bxa. 

Lawa relating to the giving out, by employees of the Bureau of In- 
ternal Revenue, of information contained in returns filed by taxpayers 
or in reference to office procedure with respect to the auditing of re- 
turns, handling of claims, and similar lines of work. 
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Your attention is directed to the following legislation relating to 
the divulging of information contained in the returns of taxpayers. 

Section 957 of the Revenue Act of 1918 provides: 
That returns upon which the tax has been determined by the Commissioner 

shall constitute public records; but they shall be open to inspection only upon 
crder of the president and under rules and regulations prescribed by the Secre- 
tary and approved by the President: Provided, That the proper officers of any 
State imposing an income tax may, upon the request of the governor thereof, 
have access to the returns of any corporation, or to an abstract thereof, showing 
the name and income of the corporation, at such times and in such manner as 
the Secretary may prescribe: Provtded further, That all bona fide stockholders 
of record owning 1 per centum or more of the outstanding stock of any corpora- 
tion shall, upon making request of the Commissioner, be aHowed to examine the 
annual income returns of such corporation and of its subsidiaries. 

Section 8167, Revised Statutes, as amended by section 1817 of the 
said Revenue Act of 1918, provides: 

It shall be unlawful for any collector, deputy collector, agent, clerk, or other 
officer or employee of the United States, to divulge or to make known in any 
ruanner whatever not provided by law to any person the operations, style of 
work, or apparatus of any manufacturer or producer visited by him in the dis- 
charge of his oflicial duties, or the amount or source of income, profits, losses, 
expenditures, or any particular thereof, . set forth or disclosed in any income 
return, or to permit any income return or copy thereof or any book containing 
any abstract or particulars thereof to be seen or examined by any person except 
as provid d by law; and it shall be unlawful for any person to print or publish 
in any manner whatever not provided by law any income return, or any part 
thereof, or source of income, profits, losses, or expenditures appearing in any 
income return; and any otfense against the foregoing provision shall be a mis- 
demeanor and be punished by a fine not exceeding $1, 000 or by imprisonment 
not exceeding one year, or both, at the discretion of the court; and if the 
offiender be an officer or employee of the United States he shall be dismissed 
from office or discharged from employment. 

Section 8152, Revised Statutes, as amenRed by the Act of March l. 
1879, authorizing the employment of internal revenue agents, also 
provides: 

And all provisions of sections thirty-one hundred and sixty-seven, 
nf the Revised Statutes shall apply to internal revenue agents as fully as in- 
ternal revenue officers. 

Section 8178 of the Revenue Act of 1918 provides that- 
It shall be the duty of s. ny person, partnership, firm, or association, or corpo- 

ration, made liable to any duty, special tax, or other tax imposed by law, when not otherwise provided for, (1) in case of a special tax; on or before the thirty- 
first day of July in each year, and (2) in other cases before the day on which the taxes accrue to make a list or return * * ~: Provided, That if any person 
liable to pay any duty or tax, or owning, possessing, or having the care or man- 
agement of property, goods, wares, and mechandise, articles, or objects liable to 
pay imy duty, tax, or license, shall fail to mal-e and exhibit a list or return 
required by law, but shall consent to disclose the particulars of any and all the 
property, goods, wares, and merchandise, articles, and objects liable to pay any 
duty or tax, or any business or occupation liable to pay any tax as aforesaid, 
then, and in that case, it shall be the duty of the collector or deputy collector to 
make such list or return, 

Section 8176, Revised Statutes, as amended by said section 1817, 
Revenue Act of 191S, further provides: 

If any person, corporation, company, or association fails to make and file u return or list at the time prescribed by law or by regulation made under author- ity of law, or makes, willfully or otherwise, a false or fraudulent return or list. tlie collector or deputy collector shall make the return or list from his own knowl- 
edge and from such information as he can obtain through testimony or otherwise. In any such case the Commissiouer may from hisown knowledge and from such 
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information as he can obtain through testimony or otherwise make a return or 
amend any return made by a collector or deputy collector. 

Reading these provisions of law together, it is evident that any 
collector, deputy collector, agent, clerk, or other ofilcer or emplovee of 
the Bureau of Internal Revenue, including internal-revenue agents, 
& ho divulges or makes known in any manner whatsoever not provided 
by law the amount or source of income, profits, losses, expenditures, 
or any particulars thereof set forth or disclosed in any income return 
made by any taxpayer, or by a collector or deputy collector, or by the 
Commissioner of Internal Revenue, or who permits any income return 
or copy thereof, or any book containing any abstract or particulars 
thereof, to be seen or examined by any person, except as provided by 
law, or who prints or pu'blishes in any manner whatever, not provided 
by law, any income return or any part thereof, or source of income, 
profits, losses, or expenditures appearing in any income return, is 
guilty of a misdemeanor and subject to a fine not exceeding $1, 000 or 
to imprisonment not exceeding one year, or both, at the discretion of 
the court; and if he be an ofhcer or employee of the United States, to 
be dismissed from offic or discharged from employment. 

The only provisions of law authorizing the making known of any 
income return under the Revenue Act of 1918 are those contained in 
section 957 of said Act, above quoted. 

Similar provisions to those contained in section Qo7, Revenue Act 
of 1918, and sections 8178 and 8176, as amended by said Revenue Act 
of 1918, were also contained in the Act of October 8, 1917, and the 
Act of September 8, 1916. 

Section 260. — CITIZENS OF UNITED STATES POSSESSIONS. 

Section 260, Article 1121: Status of citizen of United o8 — 19 — 619. 
States possession. 0. D. 888. 
Citizens of the Virgin Islands who are not otherwise citizens of the 

United States and who are not residents of the United States are 
taxed only on income from sources within the Uiiited States. Citi- 
zens of the Virgin Islands who are residents of the United States are 
taxed on the saine basis as other citizens of the United States. 



Title III. — WAR PROFITS AND EXCESS PROFITS TAX. 

Part II. — Imposition of Tax. 

Section 301. — IMPOSITION OF TAX. 

Section 301, Article "l14: Computation of tax on income 1 — 19 — 113. 
from Government contracts. T. B. M. 4. 

In the case of a fiscal-year corporation the computation under section 
301 (c) (1) should be based on the entire net income for the fiscal year 
even though no part of the income from Government contracts was 
derived after January 1, 1919. 

The following question has been submitted: 

In the case of a fiscal-year corporation should the excess tax for 1919 based 
on income from a Government contract be prorated to apply only to income 
attributable to that contract in 1919, or should the tax be computed on the 
basis that the income was received throughout the fiscal year7 

The computation under section 301 (c) (1) of the Revenue Act of 
1918 should be based on the entire net income for the taxable year, . 
or, in other words, should be on the basis that the income was re- 
ceived throughout the fiscal year. In the judgment of the board 
any other ruling would be in confiict with the express provisions of 
the statute. It is a fundamental principle of the application of the 
provisions of the several acts relating to fiscal years that no adjust- 
ment should be made even though it can be definitely shown what 

roportion of the income was derived during each portion of the 
seal year. 

Section 301, Article 714: Computation of tax on income 28 — 19 — 690. 
from Government contracts. A. . R. M. 5. 
If a corporation has a net income from a Government contract 

and sustains a net loss from other operations in the submission of a 
fiscal year return for a period ending in 1919, the loss may be de- 
ducted from the income from the Government contract. 

Inquiry is as to the ainount of net income to be taxed in the case 
of a fiscal-year corporation submitting a return for a period ending 
in 1919 if there is profit from a Government contract and loss from 
other operations. 

Section 301 (c) of the Revenue Act of 1918 provides: 
For the taxable year 1919 and each taxable year thereafter there shall be 

levied, collected, and paid upon the net income of every corporation which de- 
rives in such a year a net income of more than $10, 000 from anv Government 
contract or contracts made between April 6, 1917, and November 11, 1918, both 
dates inclusive, a tax equal to the sum of the following: 

268 
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It is to be noted that the tax is upon the net income of the corpo- 
ration. The prorating in parts 1 and 2 of paragraph (c) of this 
section is purely for computation purposes. Accordingly', it is rec- 
ommended that a corporation having a net loss from operations 
other than those relating to Government contracts, and a profit from 
(J overnment contracts, be permitted to deduct the loss in order to 
asceitain the net income upon which the tax is to be computed. 

Section 301, JLrticle 714: Computation of tax on income 
from Government contracts. 
(See 24 — 19 — 55l; sec. 1, art. 1510. ) Inconie from amended Gov- 

ernment contract. 

26-19-597. 
A. R. If. l. 

Section 301, Article 715. Allocation of net income to 
(Slso Section 214, Article 181. ) particular source. 
(Also Section 234, Article 581. ) 

If exact determination of income arising from Government contracts distinctively from other income is impossible, an approximation based on the proportion which sales to the Government bears to other sales should be used only in case approximations based on the respective cost and selling price are tnappucable. The approximation should be based upon the allocation of costs and allocation of selling price, lu the most accurate manner possible from avauable records. 
amortization Is not to be char ed exclusively against income from Government contracts, and selling and administiative expenses not applicable to the Government con tracts should not be so charged. 

Representatives of the II Company state that it is impossible to 
asceltain profits from Government orders separately from profits 
on civilian orders, and ask: 

(a) What method of apportionment of these profits is to be used 
in submitting a return for fiscal year ending June 80, 19191 

(5) A%hat disposition is to be made of an amount claimed for 
amortization 3 

The answer to the flrst is that when profits can not be definitely 
allocated as to a Government contract, the proportion which the sales 
from the Government contract bears to the total sales is the propor- 
tion of income which is deemed to have arisen from the Government 
contract. 

Tliis answer presents a fair approximation under the following 
circumstances: 

(a) If all articles made are of the same size, or grade, or if not, . if 
the proportion sold to civilian trade of each kind is the same as the 
proportion sold to the Government. 

(b) If the articles on hand at the beginning of the year cost the 
same as those manufactured during the vear, or if the same propor- 
tion were sold out of those on hand at the beginning to civilians as 
were sold to the Government, or if all orders were filled exclusively 
either out of the ones on hand at the beginning or out, of the ones 
manufactured during the year. 

(c) If the prices charged the Government are identical with the 
prices charged the civilian trade. 

The presence of all of these elenients is so improbable that the 
Committee deems that the method proposed should be utilized only 
in case other methods likely to afFord a closer approximation are 
inapplicable. 

There is a probability that the inquiry was prompted by the fact 
that it is impossible to determine the exact cost of lots of articles 
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made on Government contracts as distinguished from the exact «s 
of lots of articles made for civilian trade. Records may be available 
to an extent which will enable an approximation of the unit «sts 
and selling prices from which an allocation may be determined- By 
working from the costs standpoint a method of closer approximation 
may be found. 

In taking inventories of the stock on hand there should have been 
some method of ascertaining the unit price of articles that is reason- 
ably accurate. This would apply as to articles of different kinds and 
grades, as well as to a condition in whi. ch the articles were all of the 
same kind and grade. 

It is likely that articles made during the year were not made at 
the same costs as those on hand at the beginning. A. ccordingly, the 
first step would be to ascertain which of the articles on hand at the 
beginning were sold to the Government and which to civilian trade. 
If not otherwise accurately ascertainable, it is suggested that this 
be determined by assuming that the first articles delivered during 
the fiiscal year were delivered out of inventory, by taking the dates 
of delivery, respectively, to the Government and to the civilian trade, 
and apportioning these articles accordingly, having in mind, of 
course, the difFerent grades and sizes. The selling price of these 
articles would be ofFset bv the value at which inventoried, so that 
the profit could be determined. 

If the records are as incomplete as the letter of inquiry indicates, 
it is hardly likely that the costs of finishing the articles in process 
of manufacture at the beginning of the year can be determined 
separately from the costs of articles which were placed in manufac- 
ture and. completed during the year. ' Nevertheless, the ordinary 
manufacturing and trading statement usually gives the costs of 
goods completed during the year. Inasmuch as it is essential that 
these costs be allocated, if the proper inventory is made as to grades 
and sizes it is'likely that the records will contain sufficient informa- 
tion to show the total manufacturing costs of each kind and grade 
of articles completed. during the year. The value of the articles 
sold, as to kind and. grade, is then easily ascertainable by deducting 
the closing inventory. The proportion sold to the Government to 
the total sold, as to each kind, afFords basis for determining the 
costs of each kind sold to the Government. These costs, deducted 
from the selling price of each kind, would give the gross profit on 
Government contracts as to articles manufactured during the year, 
which, added. to the gross profit from those delivered out of open- 
ing inventory, should give the total gross profit. 

A. ssuming other expenses can not be properly apportioned as to 
each source of income, then the proportion which the gross income 
from the Government contracts bears to the gross income from other 
sources determines the basis of apportionment. 

In answering the second query, it is believed that the taxpayer-'s 
representatives should be informed that amortization is not ex 
elusively chargeable against the profits made on the Government 
contract, and. that part of this amortization is probably applicable 
to the fiscal year ending tune 30, 1918. As to selling and adminjs 
trative expenses, it should be borne in mind that part of these may 
be exclusively applicable to articles sold. to civilian trade — as, for 
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example, costs of selling organization and of advertising, which are 
not ordinarilv essential to the procurement of Government contracts. 

Section 301, Article 719: Illustration of computation 20 — 19 — 517. 
where net income derived *om Government contract. O. D. 281. 

Method of computing the war profits a. nd excess profits taxes in the 
case of a corporation which has income during a fiscal year ended in 
1919 in excess of $10, 000 from Government contracts made between 
April 6, 1917, and November 11, 1918. 

(1) The tax for the full fiscal year shall first be computed at the 
191S rates as if the fiscal year were the calendar year 1918. The 
same proportion of the tax so computed, which the income derived 
*om Government contracts is of the total income *om all sources, 
represents the tax due on the income from the Government contracts. 

(2) To compute the taz at the 1918 rates on the net income de- 
rived from sources other than Government contracts, the tax attribu- 
table to Government contracts is first deducted from the total tax 
computed at the 1918 rates, and the difierence is reduced to the pro- 
portionate part thereof that the number of months of the fiscal year 
falling witlun 1918 is of the full fiscal year. 

(8) The tax must then be computed on the entire income from all 
sources for the full fiscal year at the 1919 rates. The same propor- 
tionate part of this tax is taken as the net income from sources other 
than Government contracts is of the total net income. This amount 
is then reduced to the same proportionate part thereof that the num- 
ber of months of the fiscal year falling within 1919 is of the full 
fiscal year. 

The sum of the results obtained in following the procedure out- 
lined in the three preceding paragraphs will be the total tax. 

For example: A. ssume a corporation having a total net income of 
$120, 000 for the full fiscal year ended March 81, 1919. $48. 000 of 
which was derived from Government contracts. Assume further 
that the total war profits and excess profits taz computed at the 
191S rates is $60. 000. and the total war profits and excess profits at 
the 1919 rates is $80, 000. 

The tax attributable to Government contracts should be two-flfths 
of $60, 000, or 824, 000. Deducting this amount from $60, 000 leaves 
$86, 000. The taz on the remaining net income at 1918 rates mould 
be three-fourths of $86, 000, or $2 t, 000. 

applying the 1919 rates to the income not attributable to Govern- 
cent contracts should result in a taz of three-fifths of $30, 000, or 
$18. 000; but since only three months of the return period falls within 
1919, the tax should be one-fourth of $1S, 000, or 84, 500. The total 
war profits and excess profits tax would, therefore, be the sum of 
$24. 000, $27, 000, and $4, 500, or $55, 500. 

The computation necessary to arrive at this result should be shown 
in a supplementary statement attached to the return. These com- 
putations will not apply to the income taz, which will be computed 
on the entire net income, as provided in section 205 (b) of the A. ct. 
In the illustration given, the amount of war profits and excess profits 
taz to be credited against net income, in computing the incotne tax 
at both the 12 per cent and 10 per cent rates, would be $55, 500, as 
computed above. 
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Section 302. — LIMITATION OF TAX. 

Section 302, Article 731: Short form of computation of 1 — 19 — »5. 
limitation. p. D. 80. 
The tax limitation prescribed in section 802, Revenue Act of 1918, 

is applied to the consolidated net income and may not be construed 
to apply separately to the net income of each unit included in the 
return. 

Section 303. — TAX WHEN PARTLY PERSONAL SERVICE BUSINESS. 

Section 303, Article Hl: Apportionment of invested 12 19 — 410. 
capital and. net income. T. B. M. 50. 
Where a corporation doing a commission and brokerage business 

satisfies the requirements of a personal-service corporation, except 
that it in part employs capital, surplus, and. borrowed funds to make 
large advances to customers and receives more interest than it pays 
as a result of such transactions, it should be assessed under section 
808. The income from commissions and brokerage should be con- 
sidered as arising from personal service, and the remainder of the 
income as derived from the use of capital. 

Section 303, Article Nl: Apportionment of invested 1 — 19 — 114. 
capital and net income. O. D. 79. 
Section 808 of the law will apply in the case of partial personal- 

service corporations until the point is reached where the nonpersonal- 
service element becomes negligible, under which conditions such cor- 
porations would make returns as personal-service corporations, as set 
out in section 218 of the law. 

Part III. — Credits. 

Section 311. — WAR PROFITS CREDIT. 

Section 811, Article 781: War profits credit. 5-19-264. 
T. B. R. 16. 

Method of ascertniniiig a corporation's avern "e net income and 
average invested capital for the prewar period where corporation 
closes its books on the basis of a fisca year whicli differs from the 
calendar year, 

The Income Tax Unit has requested a ruling as to the method by 
which a corporation is to ascertain the average net income and the 
average invested capital for the prewar period as called for in section 
811 (2) in cases where a corporation closes its books on the basis of 
a fiscal year difFering from the calendar year. The prewar period 
is defined in section 810 of the Revenue Act of 1918, which reads: "That as used in this title the term 'prewar period' means the 
calendar years 1911, 1912, and 1918, or, if a corporation was not in 
existence during the whole of. such period, then as many of such 

ears during the whole of which the corporation was in existence. " 
he problem presented by the inquiry of the Income Tax Unit js 

as to how the fiscal year periods are to be made to conform to the 
calendar years specified for the prewar period. 
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It is recommended that the computation be made as follows: 
The starting point for each year is the beginning of the fiscal 

year ending in 1911, 1912, and 1918, respectively, and the invested 
capital should be ascertained as at those dates. To these sums should 
be added any contributions of capital between the beginning of each 
such fiscal year and January 1, 1911, 1912, and 1918, respectively, 
and corresponding deductions should be made in respect of any 
clividends and any refunds of capital during those respective periods. 
To these balances should be added a pro rata share of the earnings 
of the respective fiscal years, and the totals thus arrived at will be 
deemed to be the invested capital of the taxpayer at January 1, 
1911, 1912, and 1918, respectively. Taxpayers should file with their 
returns copies of their balance sheets at tlie beginning of each fiscal 
year and a schedule for each year showing the adjustments niade in 
computing the invested capital as at the beginning of each calendar 
y& ar during the prewar period. 

Where a taxpayer has such accounting records as will enable him 
to prepare an accurate balance sheet showing the true surplus and 
unclivided profits at the beginning of each one of the prewar calendar 
years and an accurate income account for such years, he may make 
the computation upon this basis ancl explain the method used in such 
cletail as will enable the Commissioner of Internal Revenue to deter- 
mine whether such basis is proper. 

Where a taxpayer has not been in business during the whole of 
the prewar periocl the above methods will be applicable to such full 
calendar years during the whole of which years the taxpayer was in 
business. 

Section 311, Article 781: A ar profits cred. it. 8-19-819. 
(Also Section 214, Article 106. ) 0. D. 184. 
(Also Section 326, Article 841. ) 

Corporations are not allo~ed at this late date to adjust salaries 
paid during the prewar period when such adjustment is made solely 
for the purpose of increasing the war profits credit for the taxable 
year. . 

Part IV. — Net Income. 

Section 320. — NET INCOME. 

Section 320, Article 801: Xet income 8 — 19 — 885. 
T. B. 3I. 42. 

With respect to the inquiry whether or not value appreciation of 
property taken up on the books of the taxpaver and returnecl as a 
part of his taxable income for the year in which the appreciation 
was written up may be included as a part of the income for the pre- 
war period, a negative reply must be given. Appreciation is not and 
has not been at any time under the income tax laws proper taxable 
income, and where such appreciation has been taken up on the books 
of the taxpayer the item must be excluded in computing income, 
even though an income tax has been paid upon it. 
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Section MO, Article 801: Net income. 

(See 91 — 19-MO; sec. 201, ait. 1541. ) Excess profits tax under 1917 
law on dividends from foreign corporations. 

Part V. — Invested Capital 

Section 325. — TERMS RELATING To INVESTED CAPITAL. 

Section 395, Article 818: Borrowed capital: 97-19-609. 
Securities. S. 1200. 

Preferred stock, if in the records of the corporation it is declared 
to be part of its capital stock, though convertible into erst-mortgage 
bonds of even date therewith, is inferior, on a distribution of assests to 
pay debts, to the rights of general creditors, and is to be treated as in- 
vested capital so long as it is not converted. 

Opinion is requested as to the status of stock designated as "first 
preferred stock" under the following sections of the Revenue Act of 
1918. 

Section M5 (a) provides: 
The term "borrowed capital" means money or other property borrowed, 

whether represented by bonds, notes, open accounts, or otherwise. 

Section 326 (b) provides: 
As used in this title, the term "invested capital. " does not include borrowed 

capital. 

The following facts are presented: The M Company, a corpora- 
tion by an amendment to its articles of incorporation and pursuant 
to a resolution of its stockholders duly adopted, increased the 
amount of its capital stock from 18x dollars to the sum of 45x 
dollars, of which y shares were to be preferred. Certificates of 
"first preferred stock" were issued, which contained a provision 
that the shares of stock should be convertible at the election of. the 
holder into first mortgage gold bonds. At the time the preferred 
stock was issued, the direct'ors provided for an issue of coupon 
bonds, secured by a first mortgage or trust deed. . Said bonds and 
trust deed were of even date with said certificates of preferred stock. 
The trust deed was executed, delivered to the trustee and placed on 
record. It contains the provision that "said bonds shall be held 
by said trustee and its successors until issued and shall be issued 
and used only for the purpose of being exchanged, par for par, for 
shares of preferred stock. " 

The specific question is: 
Is first preferred stock wliich, at the election of the holder, is 

convertible into bonds, of even date therewith and secured by a 
first mortgage trust deed — such bonds to be issued. only. for the 
purpose of converting such preferred stock — to be treated as iii- 
vested capital or as borrowed capital & 

The rights of holders of preferred stock which represents a part 
ol the capital stock of a corporation, and. is secured by a trust deed 
or otherwise, are inferior to the rights of general creditors, (g~est 
erfield-Bonte v. Burnett, Kyy 195 S W 479& Miller, executor 
Batterman, treasurer, 47 Ohio St. 141, 94 N. E. 146; Booth e. Union 
Fiber Co. , Minn. , 169 N. W. 677; same case on rehearing, 17] N W 
307; Spencer v. Smith et al. , 201 Fed. 674; Armstrong v. Union True 
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4 Savings Bank, 248 Fed. 269. ) Whether persons who contribute 
or make payments to a corporation are stockholders or creditors of 
the company is a question to be determined by the intention of the 
parties as disclosed by the circumstances. (Miller, executor, v. 
Batterman, treasurer, 47 Ohio St. 141, 24 N. E. 496. ) Persons who 
negotiate for and acquire preferred. stock "designed as, " and. "de- 
clared to be, " a part of the capital stock of a corporation are held 
to full knowledge of the character of their investments. From such 
facts it is conclusively presumed that the parties intend such per- 
sons to be stockholders — preferred stockholders — and not creditors 
(A. rmstrong v. Union Trust k Savings Bank, 248 Fed. 268). 

En the case of Spencer e. Smith et al. , 201 Fed. 647, the court 
held that the rights of general creditors were superior to those of a 
preferred stockholder, whose certificate. contained an agreement by 
the corporation to redeem the amount thereof at a. specified time, 
v. hich agreement was presently. secured. by a first mortgage lien of 
the corporate property. Assuming, in the instant case, that the 
mortgage bonds and trust deed securing same were in effect a present 
security for such stock, the case would then be no stronger than 
that under consideration in Spencer v. Smith et al. , above, at least 
until such stock is converted into bonds. 

It appears that the taxpayer, by amending its articles of incorpo- 
ration, fixed its capital stock at 45x dollars, of which y shares were 
to be preferred. The first preferred stock was therefore designed 
as, and was directly declared to be, a part of the capital stock of 
the corporation. These facts are identical, apart from the amounts 
stated, with the facts in the case of Armstrong v. Union Trust & 
Savings Bank, cited above. Upon a purchase of stock, under these 
circumstances, the intention of the parties is conclusively presumed 
to be that such purchasers become stockholders and, on a distribu- 
tion of assets to pay debts, their rights are inferior to creditors. 

It is concluded that the preferred stock under consideration in 
the instant case is part of the capital stock of the corporation and 
that the rights of the holders thereof are inferior to the rights of 

eneral creditors. Determined by the rule stated in article 812, 
egulations 45, such preferred stock is, therefore, invested. capital 

and not borrowed capital. 
Et is held that preferred stock, if in the records of the corporation 

it is declared to be part of its capital stock, though convertible into 
first mortgage bonds of even date therewith, is mferior, on a dis- 
tribution of assets to pay debts, to the rights of general creditors, 
and is to be treated as mvested capital so long as it is not converted. 

Section 325, Article 813: Borrowed capital — Amounts 23 — 19 — 552. 
left in business. T. B. M. 82. 

(Also Section 201, Article 1542. ) 
Excess proots tax — Surplus paid fn by stockholders. 

The M Company was organized in 1910 with a capital stock of 
10x dollars. Such stock was subscribed for as follows: A, all but 2 
shares; B, 1 share; and C, 1 share. All the capital represented by 
this stock was actually furnished by A; the other stockholders hold- 
ing their stock for hf'm. No change in stock ownership took place, 
and during 1915 A paid into the company 7x dolIars. No action was 
taken by the corporation which would indicate the nature of this 
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payment except that it was entered upon the company's b«k 
a contribution to capital and was never treated as an account pay 
able. No stock was issued and no interest was charged on this 
amount. During 1917 this money was repaid by the corporation to 
A. No evidence is presented to indicate the nature of this pavment 
or how it was treated by the corporation. The company contends 
that this sum should be included in invested capital for the proper 
part of the year 1917. 

It is evident that the formalities of proper corporate action have 

in this case been disregarded. This makes a determination of the 
exact relation between A and. the corporation with reference to the 
7x dollars very difficult. Article 818, Regulations 45, contains the 
general principle: 

That if interest is paid or is td be paid on any such amount, of if the stock- 
holders' or officers' right to repayment of such amount ranks with or before 
that of the general creditors, the amount so left with the corporation must 
be considered as borrowed capital and be so treated in computing invested 
capital. 

It is accepted legal doctrine that where stockholders voluntarily 
assess themselves to relieve the corporation from pecuniary embar- 
rassment or for the betterment of their stock, whatever may be the 
occasion of the assessment, the advances thus made are not debts 
against, but assets of', the corporation. (Broderick v. Brown, 69 
Fed. , 497. ) 

It is the opinion of the Advisory Tax Board that this payment was 
in the nature of a voluntary assessment by the one who was prac- 
tically the sole stockholder of. the corporation, and that after it was 
paid to the corporation no obligation to repay it existed. The treat- 
ment of this payment by the corporation upon its books (undoubtedly 
with the knowledge of A) is highly significant and would un- 
doubtly postpone A to the general creditors of the corporation as 
to this amount. The repayment of. this sum in 1917 to the stock- 
holder must be deemed to be out of undivided profits or earned 
surplus so far as possible. (Section 81 (b), Revenue Act of 1916, 
as amended. ) While this distribution was informal, it can not be 
treated as a return of capital unless the undivided profits and earned 
surplus accumulated since 1918 are first distributed as dividends. 
Whether or not such repayments will reduce the invested capital 
will depend upon the amount of current earnings available for dis- 
tribution at the time of such repayment. 

lt is therefore recommended that the M Company be permitted 
to include in its invested capital for the taxable year 1917 the sum 
of 7x dollars as a surplus paid. in by the stockholders proper adjust- 
ment being made for any distribution of dividends in excess of 
available net earnings. 

Section 825, Article 815: Inadmissible assets. 
(Also Section 218, Article 77. ) 

1-19-116. 
0. 781. 

W~ FINAN 'E COEPOBATION BONDS — ADMISSIBLE ASSETS. 

Interest on an amount of bonds oi' the War Finance Corporation, 
the principal of which does not exceed in the aggregate $5, 000, is ex 
empt from Federal income and excess-profits taxes. Corporate funds 
invested in such bonds are inadmissible assets to the extent that they 
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Are invested in bonds of a face value of not more than ~i, 000, but funds 
of a corporation or an association invested in such bonds are admissible 
assets so far as they are invested in such bonds beyond a principal 
or face value of $5, 000. 

Opinion is requested as to whether AVar Finance Corporation 
bonds are admissible or inadmissible assets of a corporation, within 
the meaning of section 325(a) of the Revenue Act of 1918. That 
subsection includes the provision that- 

The term "admissible as ets" means ~ * ' bonds and other obligations 
(other than obligations of the United States), the dividends or iuterest from 
which is not included in computing net income * ' ' The term " ad- 
missible assets" means all assets other than inadiuissible assets, valued in 
accordance with the provision of subdivision (a) of section 820, section 830, and 
section 831. 

Therefore. if funds which would otherwise be a part of the in- 
vested capital of a corporation are invested in 44 ar l'inance Corpo- 
ration bonds, no exclusion of funds so invested from invested capi. 
tal will be necessary unless interest on such bonds is not included in 
coniputing net income. 4s shown below, the interest on so much 
of the principal of such bonds as exceeds $5, 000 is included in net in- 
come, and no funds so invested are to be considered inadmissible 
;is-ests, by reason of being invested in such bonds, except as are in- 
vested in bonds having a face value of 85, 000. the interest on which 
is exempt. 

This conclusion has the following basis'. 
Impar Finance Corporation bonds, held in excess of $5, 000 princi- 

pal, are subject to surtazes, although not to normal tazes, under the 
provisions of section 218(a) (4) Revenue Act of 1918— 

In the case of bonds issued by the V ar Finance Corporation, the interest shall 
be exempt only if and to the extent provided in the respective Acts authorizing 
the issue thereof as amended and supplemented, and shall be excluded from 
gross income only if ancl to the extent it is wholly exempt from taxation to the 
taxpayer both under this title and under Title III. 

That is, if. under the Acts authorizing the issuing of such bonds, 
they are not wholly exempt from tiization, sucli interest niay not be 
ezcluded from gross income. These bonds are issued under the 
authority of the Act of April 5. 1918, which provides, in section 16— 

That all such bonds shall be exempt, both as to principal and interest, from 
all taxation now or hereafter imposed by the United States * " ' except 
(a) estate or inheritance taxes and (b) graduated additional income taxes, 

commonly known as surtaxes, and excess profits and war profits taxes, novr or 
hereafter imposed by the United States upon the income or profits of individu- 
als, partnerships, corporations, or associations. The interest on the aniount of 
such bonds the principal of which does not exceed in the aggiegate $5, 000, 
nivned by any individual, partnership, corporation, or association shall be ex- 
enipt from the taxes referred to in clause (b). 

Recognizing that a taxpayer may be required to include a certain 
amount of interest upon such bonds in gross income, section 216(b) 
of the Revenue Act of 1918 allo~s a credit for— 

The amount received as interest upon obligations of the United States aud 
bonds issued by the War Finance Corporation, which is included in gross Income 
under section 213. 

It is therefore held that interest on an aniount of bonds of the Azar 
Finance Corporation, the principal of which does not exceed in the 
aggregate $'i, 000& is exempt from Federal incoine and excess profits 
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taxes. Corporate funds invested. in such boIids are inadmissi&le 
assets to the extent that they are invested in bonds of a face valu~ 
of not more than $5, 000& but funds of a corporation or an associa- 
tion invested in such bonds are admissible assets so far as they are 
invested in such bonds beyond a principal or face value of $5, 000. 

Section 325, Article 815: Inadmissible assets. 1-19-118. 
O. D. 81. 

Federal reserve bank stock held by member banks is held to be 
an inadmissible asset in determining invested capital for excess 
profits tax purposes. 

Section M5, Article 815: Inadmissible assets. o4-1 9-576. 
0. D. 305. 

Inasmuch as dividends received by a domestic corporation from a 

foreign corporation deriving income from sources within the United 
States are allowable deductions in ascertaining the net income of the 
domestic corporation subject to tax, there could not be included in 
the invested capital of the domestic corporation receiving the divi- 
dends the amount of capital invested in the stock of the foreign 
corporation, or any part of the value thereof, except as outlined in 
article 817. (See 5 — 19 — 2M; sec. 916, art. 301. ) 

Section 325, Article 815: Iqp, dmissible assets. 

(See Bo — 1& — 538; sec. M6, art. 838. ) Stock of foreign corporations 
deriving no income from sources within the United States. 

Section 325. 
(See 11 — 19 — 390; sec. M6, art. 831. ) Computation of invested capi- 

tal when no-par-value stock issued for purchase of assets of a going 
concern, alleged to be worth more than- the figures at which the 
properties in question were entered on the books of the purchaser. 

Section M5, Article 818: Admissible assets, 

Section 325, Article 818: Admissible assets. 

(See 1 — 19-40; sec 21$(b), art. 80. ) Amount to be included in 
admissible assets when I iberty bonds are subscribed for but not fully 
paid. 

Section 326. — INVESTED CAPITAL 

1 — 19 — 1M. 
0. D. 93. 

Conversion of certificates of inclebtedness purchased by a corpora- 
tion in 1918 into Victory loan notes of same value would not acct 
invested capital for purposes of war profits tax. 

Section 326, Article 831: Meaning of invested capital. 
~ Also Section 331, Article 941, ) 

10-19-365. 
0 87c 

VALNATioN DF INvEBTED CAPTrAL TN 'CAsE oF CDNsoLLDATioN pnron To 
MAEcH 3. 1917. 

Where two corporations are engaged in different branches of th 
same business, and the certificate of IncorPorntion of one of them 
amended so as to change its name and increase its cnpitai stock, winch 



IXCOME TAX RULINGS. 279 
new stock is issued in exchange for the stock of the original companies, 
and this exchange is made prior to ilarch 8, 1917, to determine the un- 
vested capital cf the new organization there should be added to the 
invested capital, as dedned by Section 207 (a), Hevenue Act of 1917, 
of the company whose certincate has been amended the fair value of 
the assets of the other company, this latter valuation to be made as of 
the date of the exchange of stock, and not of a later formal transfer of 
the tangible assets. (Revenue Act of 1917, secs. 201, 207, and 208. ) 

Opinion is requested as to the method of determining the amount 
of the invested capital of the Z Company for the vear 1917. 

In the year 1916 the Bf Company and the Y Company were en- 
gaged in the manufacture and sale of certain commodities. The M 
Company had a capitalization of Sx dollars; the Y Company of 5x 
dollars. It was decided to consolidate the business of the two com- 
panies, and to this end the certificate of incorporation of the 4l Com- 
pany was in 1916 amended so as to change its name to "Z Companv, " 
and to increase it= capital stock to 67x doHars. The stock of the Z 
Companv was in that year issued to the stockholders of tlie 4I Com- 
pany and of the Y Company. The assets of the Y Company were 
formally transferred to the Z Company by a bill of sale and by deed 
in 1917. A. valuation was made in 1916 of the properties of tile two 
companies which indicated that the net assets of the 3I Company 
were 12x dollars and of the Y Company 10x dollars. The Z Com- 
pany seeks to have this valuation of the assets of the two companies, 
a total of 22x dollars, accepted as the basis of its invested capital for 
the year 1917. 

It is assumed from the statement of facts that there was no change 
of corporate entity as between the 31 Company and Z Company, a, 
theory which seems fair to the taxpayer by reason of the statement 
in the brief presented in its behalf that the certificate of incorpora- 
tion of the M Company was amended. changing its name to "Z Com- 
pany, " and increasing its capital stocl-. etc. 

The question presented is whether a " reorganization, consolidation, 
or change of ownership" under these facts was efl'ected before or after 
March S. 1917, within the meaning of section 20S of the Revenue Act 
of 1917: and if before &ilarch S, 1917, how far the valuation of the 
assets of the two companies made in 1916 may be accepted as the 
basis of the invested capital of the Z Company for 1917. 

The original II Companv dealt in raw product, and the Y Com- 
pany bought and manufactured it. It was, however, decided that 
the entire business could be better conducted under one management; 
and with this end in view the 41 Company increased its capital stock 
and issued it in exchange for the stocl- of the other two companies. 
The result was to vest complete control of the entire business in the Z 
Company, and to transfer to that company the control of the property 
of the Y Company as of the time when such merger so becalue legally 
efFective, which was in 1916. 

The Revenue Act of 1917 imposed a tax called the "V ar excess 
profits tax" upon "the net income of every corporation, partnership, 
or individual, " in so far as such income exceeded certain percentages "of the invested capital for the taxable year" of the taxpayer 
(Revenue Act of 1917, sec. 201). "Invested capital" is defined as 
consisting of (1) actual cash paid. in; (2) the cash value of tangible 
property paid in; and (3) surplus and undivided profits, exclusive of 



280 INCOME TAX RULINGS. 

Section 826, Article 881: Meaning of invested capital. 
(Also Article 886. ) 
(Also Section 825. ) 

Revenne Act of 1917, section 807. — Excess of the value of property 
(paid in prior to Jan. 1, 1914, for stock or shares ha~lug no nominal 
or par value) over the values recorded on the books. 

11-19-890. 
T. B. R. 88. 

those earned in the taxable year (sec 207) The. statute further 
provides: 

That in case of the reorganization, consolidation, or change of ownership of a 

trade or business after March 9, 1917, if an interest or control in such trade or 

business of 50 per cent or more remains in control of the same persons, cor- 

poration, associations, partnerships, or any of them, then in ascertai»ng the 

invested capital of the trade or business no asset transferred or received from 

the prior trade or business shall be allowed a greater value than would have been 

allowed under this title in computing the invested capital of such prior trade or 

business if such asset had not been so transferred or received, unless such asset 
was paid for specifically as such, in cash or tangible property, a. nd then not to 

exceed the actual cash or actual cash value of the tangible property paid 
therefor at the time of such payment. (Sec. 202. ) 

The general rule indicated in the statute is that the value of in- 

vested capital is to be determined at the time when it is "paid in. " 
It must now be decided when such payment is deemed to be made in 
cases where there has been a transfer or substitution of stock made in 

1916, followed by a formal transfer of tangible assets in 1917. 
Restating the rule of section 208, Revenue Act of 1917, for the 

determination of invested capital: 
A. By express provision where there is a reorganization, consolidation, or 

change of ownership, (1) after March 9, 1917, and (2) 50 per cent or more of an 
interest or control re|uains in the same persons, corporations, assodations, 
partnerships, or any of them, then as to s. ssets transferred or received from the 
prior trade or business, no greater value shall be allowed therefor than if there 
had been no transfer, nnless paid for in cash or tangible property. 

B. In cases not covered by the provision quoted, that is, cases where the 
reorganization, consolidation, or change of ownership occurred before March 3, 
1917, or after I(larch 9, 1917, with less than 50 per cent remaining in the same 
control, the invested capital will be determined under the general rule. But 
where there is no change of identity of the absorbing organization, its prior 
assets must be valued under section 207 and not at the time of the reorganiza- 
tion, consolidation, or transfer, since there was no transfer of its assets at that 
time. 

Applying the rule to the present case, the mere change of name by 
amendment with an increase of stock did not involve a change of 
identity as to tl'e M Company, and there could not have been there- 
fore, a transfer of the assets of that organization within the meaning 
of the statute. As to the Y Company, there was a transfer of con- 
trol, and under the facts this transfer was consummated before March 
8, 1917, and its assets may therefore be valued. as of the time of such 
transfer. 

It'will be necessary, therefore, in determining the invested capital 
of the Z Company to add to the valuation of the assets of the Y Com- 

pany made in 1916 (assuming such a valuation to have been fair) 
such a sum as represents the mvested capital of the M Company as 
defined by section 207(a) of the Revenue Act of 1917. The valuation 
of the assets of the latter company made in 1916 will have to be dis- 
regarded, and its assets valued on the basis that no change of owner- 
ship or control has occurred as to those assets. There was no transfer 
or receipt from " a prior trade or business" as to such assets. 
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neither the statute nor the regulations contains provi=ion=- ez- 
plicitly providing for a case in which the assets and business of a go- 
ing concern were purchased with stock having no par value and were 
alleged to be worth more than the figures at which the properties in 
question were entered on the books of the purchaser. Section 2I07 of 
the Revenue Act of 1917 provides for tangible property acquired for 
stock having a par value and "specifically issued therefor ": and for 
intangible property purchased for and with shares in the capital 
stock of a, corporation having a par value; and article 50 of Regula- 
tions 41 provides for cases where shares of securities having a par 
value are issued for a mized aggregate of tangible and intangible 
property under circumstances ~rhere it is possible to produce evi- 
dence satisfactory to the Commissioner of Internal Revenue as to the 
actual values at the date of acquisition of the tangible propertv. But 
there is no ezpress provision in the statute or the regulations which 
provides for a case in which the assets and bu=iness of a going con- 
cern are turned over en bloc for stock having no nominal or par value. 

However, in connection with the determination of invested capital, 
there is abundant precedent for treating 'no-par-value stocl-" as 
having a par value equal to its actual value on the date or dates of 
issue. This rule is adopted in the case of intangible property acquired 
for no-par-value stock in article oS of Regulations Xo. 41; and the 
sanie rule has been given general application in the Revenue Act of 
191' (sec. 325 (b)). It would seeni therefore entirely in harmony 
with the letter and spirit of the Revenue Act of 1017, and the re~la- 
tions issued thereunder to follow the rule that v;here the as-ets and 
business of a going concern have, prior to %larch 3. 1017. been acquired 
for stock ivith no nominal or par value, the properties so acquired 
may be included in the invested capital at a figure not to ezceed 
their actual cash value at the time acquired (or the actual cash value 
of the stock or shares paid therefor) care being taken that intangible 
assets shall not be admitted in an amount ezceeding 20 per cent of 
the total shares of stock outstanding on ifarch 3, 1017, measured 

by their value as at the date or dates of issue. 

Section 326, Article 831: IIeaning of invested capital. 11 — 19-391. 
(Also Section 233, Article 542. ) T. B. R. 40. 
(Also Section 235, Article 581. ) 

Reasonable commissions or other forms of compensation la~vfully 
paid by a corporation for the sale of its capital stock not to be de- 
ducted in computing invested capital. 

The opinion of the Advisory Taz Board has been asked as to 
whether commissions paid by a corporation for the sale of its capital 
stock are to be deducted in computing invested capital. Upon this 
question section 326 (a) states that invested capital means (1) 
"Actual cash bona fide paid in for stock or shares. " 
These words signify the actual cash paid in to the corporation or 
to its duly authorized agents bv the shareholders. ~loreover. the 
treatment of this question and that of the deductibilitv of such 
commissions from gross income as ordinarv and necessary ezpenses 
should be correlative. Under all Federal income taz la~vs corpora- 
tions have been denied the right to deduct such commissions either 
as current ezpense or as a deferred charge to future vear. . A-. - it is 
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a, fact that such commissions are "ord. inarily" paid — and in 
organizatioll of many corporations "necessarily" paid — the pos'- 
tjoii of the department with respect, to the deductibility from income 
of this expense can rest only on the ground that, it, is essentiallv a 
capital expenditure, balanced by the acquisiti~~ of a permanent 
capital asset of equivalent worth. 

Such payments must, like other compensation for personal serv- 

ice, be "reasonable" in amount, The payment of any unusual or 
disproportionate commission should, in the opinion of the Advisory 
Tax Board, be examined for the purpose of ascertaining whether 

the cash subscription has been "bona Me paid in" and whether 
under the circumstances of the particular case the commission was 
reasonable. 

Section M6, Article 831: Meaning of invested capital. 11 — 19 — 889. 
(Also Section 331, Article 941. ) T. B. M. 49. 

It appears that the Y Company went, into the hands of a receiver, 
the plant being worth, on the basis of cost less depreciation, approxi- 
mately 8x doHars. The creditors acquired the assets at a receiver's 
sale at a nominal Ggure in order to cover loans. They turned the 
business over to the Z Company, a new corporation formed for 
the purpose of taking over the property. The conditions of this 
latter sale were: (1) the Z Company was to supply x dollars work- 
ing capital; (2) the Z Company was to assume the unpaid liabil- 
ities of the Y Company and pay them oQ' within a period of years; 
(8) the Z Company was to have the assets of the Y Company in 
return for meeting the liabilities. 

U'pon these conditions the Z Company was duly incorporated 
with a capital stock of x dollars subscribed. It is claimed. that the 
stockholders of the new corporation are the same as those of the 
defunct Y Company, and. for that reason the new corporation re- 
quests to be permitted to set up an invested capital equal to that 
of the defunct corporation. 

There is a difFerence of opinion as to whether the x doHars actually 
paid in to the Z Company in return for their stock should be con- 
sidered the total invested capital of the new corporation or whether 
the view should be taken that the new business is substantially a re- 
organization of the old, and, therefore, the invested capital be axed 
upon that basis. 

It ~ould appear that the first of these views is correct. The Y 
Company went into the hands of a receiver and its property was 
sold to its creditors who were not the stockholders of the corpora- 
tion. The title to this property passed absolutely to the purchasers, 
who were in nowise connected with the old corporation, except as 
creditors. The transaction was closed and completed so far as the 
old corporation and its stockholders were concerned. 

The new corporation which was formed to take over the property 
could have been incorporated by stockholders of the former com- 
pany or by entire strangers; the situation so far as it afFected the 
creditors would have been the same. There may have been a corn 
munity of interest between the stockholders of the old corporation 
and its creditors, and such interest would be a proving factor in 
creation of the new corporation to salvage the property, but this 
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Section 326, Article 831: Meaning of invested capital 9-19-850. 
0. D. 202. 

The amount of taxes withheld at the source to be later paid over 
to the Government is not an asset of the withholcling agent and 
must be eliminated entirely from the computation of invested capital. 

Section 326, Article 831: Meaning of invested capital. 18 — 19-481, 
0. D. 24, ~. 

Shares of stock distributed by a corporation to its eniployees in 
payment of services rendered, where the amount is not excessive& 
may be included in invested capital to the extent of the actual cash 
value of the services rendered. 

Section 326, Article 831: Meaning of invested capital. 16 — 19-466. 
0. D. 260. 

If a bank declares a dividend and pays a certain part to its stock- 
holders and carries the balance to a special account, by whatever 
name known, e. g. , "Stockholders' trustees account, " to which ac- 
count the amounts of speculative loans and investments are charged, 
such loans and investments and other assets representinq' the amounts 
transferred to this account are the property of the individual stock- 
holders, and no portion thereof can be treated as invested capital 
of the bank. 

Section 326, Article 831: Meaning of invested capital. 24 — 19-517. 
0. D. 806. 

Where bonds are exchanged for stock in the same corporation 
under the terms of a convertible trust deed, it will be presumed, for 
the purpose of computing invested capital, that the value of the 
bonds is equivalent to the value of the stock. The addition to invested 
capital would accordingly be the amount for which the bonds were 
originally sold. 

Section 326, Article S31: Meaning of invested capital. 24-19 — 578. 
0. D. 807. 

A contract may be treated as tangible property when it relates to 
rights in tangible property to such an extent that its value arises 
chiefly theiefrom, but it may not be treated as invested capital unless 
it is bona fide paid in for stock or shares in the corporation, in accord- 
ance with section 826 (a) of the Revenue Act of 1918. 

would not change the legal status of the transaction. The new cor- 
oration having been formed, it took over the property which had 
een taken by the creditors in satisfaction of their claims on the 

following conditions: 
They wei e to furnish x dollars working capital, to raise which they 

sold stock; and they were to assume the unpaid liabilities of the old 
corporation in exchange for the property taken over by the banl. -s. 

The invested capital of the Z Company, therefore, would appear 
to be the x dollars received for the stock sold. The value of the 
property received on condition of the assumption of the unpaid 
liabilities of the Y Company can not be included in invested capital 
because it is borrowed capital. 
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Section 336, Article 831: Meaning of invested capital. 
(See 13-]9~5; sec. o33, art. 541. ) Interest on a companV's ow 

funds used temporarily for construction purposes charged t«apit 
account. 

Section 326, Article 835: Tangible property paid in; 16 — 10 — 467. 
mixture of tangible and intangible property. T. B. R. 49. 

(Also Article 868. ) 
Article 59 of Regulations 41 is a reasouable interpretation of the Act 

of October 6, 1917, and where a corporation has acquired tangible and 
intangible property in exchange for its bonds and stocks it will be 
deemed, in the absence of clear evidence to the contrary, that the iu- 
tangibles were acquired by the stocl-. 

In computing consolidated invested capital, where one corporation 
has acquired the stock of one or more subsidiary companies, such trans- 
action should be treated in effect as though the assets of the respective 
companies had been acquired. In the case under consideration, the de- 
cision of the income tax unit in allowing a 9 per cent deduction is 
approved. 

(1) The W Company was formed through the merger of the Y 
Company and the Z Company with the W Company as it existed be- 
fore the merger. The new cotnpany issued the following securities: 
Bonds 67x dollars 
Capital stock 59x dollars 

Total bonds and stock 126x dollars 

The company also assumed liabilities amounting to 9x dollars. 
For the above securities ancl the assumption of the liabilities just 
mentioned the company acquired total tangible assets of 84x dollars 
and intangible assets of 51x dollars. In computing its invested capi- 
tal for 1917 the company claims that these securities were issued 
ratably for both tangible and intangible assets, and that, therefore, 
46 per cent of the bonds were issued for tangible and 54 per cent for 
intangible property. These ratios apply also to the common stock. 
Is this method of computation correct& 

The act of October 3, 1917, provides that, where intangible assets, 
such as good will, trade-marks, trade brands, etc. , have been acquired 
by capital stock, the maximum amount that may be included in in- 
vested capital in respect of such intangibles is limited to 20 per cent 
of the capital stock of the corporation outstanding on March 3, 1917. 
This is a purely arbitrary limitation designed to prevent the inclu- 
sion in invested capital of excessive amounts of capital stock issued 
for intaiigibles in excess of their reasonable value. Where capital 
stock is issued directly for intangible property, the application of 
this rule is simple, but where, as in the present case, a mixed aggre- 
gate of tangible and intangible property is acquired for the total 
amount of securities, part of which are in the form of bonds and 
part of which are in the form of stock, it becomes necessary to 
determine how much of the tangible property was acquired by bonds 
and how much, if any, by the issuance of capital stock. Regu]ations 
41, article 59, lays down the rule that- 

In the absence of satisfactory evidence to the contrary, it will be presumed 
in the case of a corporation that its stock was issued for the following pur 
poses in the order named: (a) Good will or other intangible property 
patents and copvrights (o) tangible property. 
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Stating the rule conversely, boncls are to be applied first against 
tangible property, and any remaincler only will be applicable to in- 
tangible property. There is no clearly stated rule in the statute; 
therefore the regulation is based upon inference, and to be sound 
must be a reasonable interpretation of what the statute requires. In 
any case in which a mixed aggregate of tangible and intangible 

roperty is acquired for a block of securities consisting in part of 
onds of the corporation and in part of its capital stock, the alloca- 

tion of the tangible and intangible property to the respective securi- 
ties may be made upon one of three possible bases: 

(a) That the stock was issued first against tangible property, and 
that the bonds were issued against intangible property; 

(b) That the boncls and the stock apply ratablv against the tan- 
gible and intangible assets; and 

(c) That the bonds apply first against tangible assets, and that the 
stock was issued against any remaining tangible. propeity and for 
the intangible property. 

Considering brieRy these possible ba. -e. =. . the first must be discarded 
as altogether unreasonable. Corporate securities are not and could 
not in any ordinary case be issued upon such a basis. The second 
basis is that claimed bv the taxpayer, but it also must be discarded 
on the ground that it hoes not conform to the methods of corporate 
finance. Bonds are universally drawn in such a way as to rank sen- 
ior to capital stock. A bond aims to give the maximum of security 
with a moderate rate of return, and this return, ~bile limited in 
amount, is nevertheless a fixed obligation for the payment of which, 
together with the principal of the bond, tangible assets are spe- 
cifically pledged. It is true that in some instances the mortgage or 
other instrument may cover not only tangible propertv but intangi- 
ble property also, but even in such a case the satisfaction of the bond 
is flrst sought against the 

tangible 

pqpperty. The stock as the junior 
security is more speculative in character. It has no right of fore- 
closure and after satisfaction of the senior securities the stock must 
bear all losses. As against this, ho~ever. the stock is limited in its 
xeturn only by the earning capacity of the corporation. Tangible 
property has an actual value resting upon its permanency and upon 
the variety of its possibk uses. Intangible property is evanescent in 
its character, and its value rests upon its potential earning power 
and its use is limited usually to the trade or business in which it has 
its origin. It thus lacks the elements which make tangible property 
the accepted security for bonds, but because of its earning power it 
is a fitting basis for an issue of common stock. These distinctions 
are not merely theoretical but underlie the whole structure of cor- 

orate finance in this country, and are so interwoven with the prac- 
ce and procedure in the issuance of securities that they have be- 

come, for all practical purposes, obligatory. 
The rule laid down in article 59 of Regulations 41 is, in the 

opinion of the Advisory Tax Board, reasonable and fairly interprets 
the intent of the Statiite. It is, therefore, recommended that the 
claim of the W Company to the right to compute invested capital 
upon the basis of proratmg the bonds and stock issued by it ove'r 

the tangible and intangible propeity be denied. 
(9) In accordance with a court c(ecree the 3V Company as it then 

existed was dissolved. Two new companies, the R Company and S 
103022' — 22 — 19 
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Company, were organized and a certain portion of. the tangible and 
intangible assets of the W Company was ~ferred to these new 
corporations. In this connection the W Company claims that the 
tangible and intangible property transferred at, this time was ac- 
quired. by it partly for bonds and partly. for stock. This question 
is not material in view of the negative conclusion reached, in (1) 
above. This applies, however, only in so far as it. relates to property 
acquired at the time of the merger and it may be, that, some part 
of the intangible property in the form of' trade-marks or trade 
brands so transferred may have been acquired for cash or tangible 
property since that date. Proper recognition should, of course, be 

given to the facts in such an event. 
(3) The W CoInpany acquired through. the merger already men- 

tioned the stock of certain subsidiary companies. In the computa- 
tion of. the consolidated invested capital the Income Tax Unit ha3 
treated the acquisition of the stock of these subsidiary companies 
in the same manner as if the tangible and intangible assets of the 
respective companies had been-acquired. In some cases these sub- 

sidiary companies have since been d'issolved and upon. dissolution 
the assets have been taken up by the parent company and. the liabili- 
ties assumed: by it. In the opinion of the A. dvisory Tax Board the 
method of computation used by the unit as above stated, is correct. 

(4) The W Company makes claim for prewar deduction of 9 
per cent, although its actual earnings during the prewar period 
amount to less than this percentage of its invested capital. Repre- 
sentative corporations, how ever, show more than. 9 per cent, and the 
W Company ~ould. have showli more than 9 per cent except for a 
charge that occurred during this period by way of premium paid 
upon certain bonds of the company which it had called m and can- 
celed pursuant to the dissolution decree. 

In view of all these circumstances& the Advisory Tax Board. con- 
curs in the decision of the Income Tax Unit that the taxpayer's 
claim should be allowed. 

Section M8, Article 835: Tangible property paid in; 1 — 19 — MO. 
mixture of tangible and intangible property. T. B. M. 5. 
Where since the organization of a corporation its capital stock 

has been increased or reduced and such change represents an actual 
acquisition of new property for stock or an actua1 impairment of 
original properties, the 20 per cent limitation imposed by section 
2'07, Revenue Act of 1917& mill be based upon the par value of the 
total stock outstanding on March 8, 1917. (Also applicable to part- 
nerships. ) 

Section 328, Article 838: Tangible property paid in; 8 — 19 — 384. 
value in excess of par value of stock. T. B, R. M. 

(Also Section KQ, Article 1585. ) 
Hovr invested capital shall be determined in the ease of the X company 

where bondhel'ders purchased at foreclosure sale the property cevered 
by the mortgage securing the bonds, and thea transferred said prop- 
erty te a new corporation in exchange for its total authorised stock 
issue, 

The bondholders of the X company obtained judgment against 
the debtor corporation in the amount of 4x dollars. The property 
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of the corporation was sold and bid in by the bondholders for 
3x dollars. The memorandum states that the cash value of the prop- 
erty was probably less than the judgment and probably more than 
the bid. After the property was bid in by the bondholders a new 
corporation with an authorized stock issue of 2x dollars was organ- 
ized, and the property bid in at foreclosure. sale by the bondholders 
was exchanged for the total issue of the stock of the new corpora- 
tion. The inquiry is, AVhat shall be the amount of the invested capi- 
tal of the new corporation l 

Article 158 of Regulations 45 provides that where under fore- 
closure a mortgagee buys in the mortgaged property and credits 
the indebtedness w~ith the purchase price, the difference between the 
purchase price and the indebtedness will not be allowable as a cleduc- 
tion for a bad debt, for the property which was security for the debt 
stands in place of the debt. Article 1568, Regulations 45, also pro- 
vides that there is no gain or loss arising from the acquisition and 
subsequent disposition of property when as a result of a trans- 
action there is not a change in substance but merely in form of own- 
ership. It is provided that there must, be a change into the equivalent 
of cash to complete or close a transaction from w~hich incotne may be 
realized. These regulations deny to the stocl. -holders the right of 
taking loss upon the basis of any estimated di8erence in value be- 
tween their investment in bonds and the property taken to secure 
such bonds. 

Article 836 provides that evidence o8ered in support of a claim 
for a paid-in surplus may consist among other things of an. apprai. -;il 
of the property; certification of the assessed value in the case of 
real estate; and proof' of a market price in excess of the par value 
of the stock or shares. It provides, however, that "generally, 
allo~able claims under this article will arise out of transactions irn 

which there has been no substantial change of beneficial interest in 
the property paid in to the corporation, and in all cases the proof 
of value must be clear and explicit. " 

In the case of. the X Company there has been no change of bene- 
ficial interest of the stockholders, and the Advisory Tax Board is 
of the opinion that the corporation should be allowed to set up an 
invested capital equal to the value of the property transferred to 
the corporation as of the date of transfer, such value to be estab- 
lished by evidence acceptable to the Commissioner. The question 
of gain or loss to the stocl. -holders who were the former bondholders 
and the invested capital of the new corporation are not concurrent 
as to time of determination in the above case. The gain or loss of 
stockholders will be determined on the basis of the price paid for 
the bonds and the price received for stock of the new corporation 
when sold. 

Section 826, Article 886: Tangible property paid in; 14-19-440. 
value in excess of par value of stock. T. B. II. 57. 

The assets of a corporation can not be valued as of March 1, 1913, 
for the purpose oi' computing invested capital. 

The X Company has appealed from a decision of the Income Tax 
Unit that it can not appraise its assets as of March 1. 1918, and use 
the values thus ascertained as a basis for determining invested capi- 
tal. The company relies on Lynch e. Turrish (247 U. S. , 221) and 
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siiziilar decisions, holding that appreciation prior to Ma«h 
can not be considered net income for the purposes of the income tax. 

An inspection of section 207 of the Revenue Act of 1918 with its 
reiteration of the phrase "value * ~ * at the time of such pay- 
ment" clearly shows that with minor exceptions the statutory in- 
vested capital is based upon the value of property at the time it is 
paid in for stock or shares and not upon a valuation at some subse- 
quent date. The law has been consistently interpreted to mean that 
the basis or staling point in the computation of invested capital 
is found in the amount of cash or other property paid in, the original 
values of such other property being determined in accordance with 
the statute and the regulations. (Art. 42, Regulations 41. ) In 
enacting the Revenue Act of 1918, Congress advisedly continued and 
confirmed this general principle. (Senate Rept. No. 617, p. 11; 
sec. 326, Revenue Act of 1918. ) This well-established rule must be 
applied in the present case. The fact that this particular company 
has defective accounting records and can no't accurately compute 
its invested capital in the ordinary manner may justify assessment 
under section 210 of. the 1917 Revenue Act or section 328 of the 1918 
Revenue Act, but does not permit any appraisal of assets at a time 
subsequent to the date on which they were paid in for stock as a 
basis of a computation of invested capital. 

Section 326, Article 836: Tangible property paid in; 1-19-128. 
value in excess of par value of stock. O. D. 89. 
The value as at January 1, 1914, of tangible property paid in 

for stock or shares is no factor~ in computing invested capital under 
the Revenue Act of. 1918. 

Section 326, Article 836: Tangible property paid in; 1-19-129. 
value in excess of par value of stock. O. D. 90. 
Paid-in surplus representing tangible property need not be reduced 

by reason of depreciation of the property in question. All adjust- 
ments necessary on account of inadequate or excessive depreciation 
should be made in connection with earned surplus or undivided 
profits. 

Section 326, Article 836: Tangible property paid in; 13 — 19 — 432. 
value in excess of par value of stock. 0. D. 249. 
)Vhere a corporation exchanges its stock for the assets of a part- 

nership, which are greatly in excess of the par value of the stock, and 
there Is no written obligation to the partners as to the payment of 
the excess, the taxpayer is entitled to submit evidence in support 
of a claim for paid-in surplus; however, if the corporation is obli- 
gated to the partners for any portion of the excess, a claim can not 
be sustained. 

Section 326, Article 838: Surplus and undivided prof- 22-19-538. 
its; earned surplus. T. B. R. 67. 

(Also Section 325, Article 815. ) 
Revenue 1iet of 1817. — Treatment, for the purpose of determining 

the invested capital of a domestic corporation, of shares of stock in a foreign corporation deriving no income from sources within 
United. States, acquired for cash and in exchange for a patent right 
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The M Company, a domestic corporation& organized the 0 Com- 
pany, a foreign corporation. The 0 Corporation issued stock of 
the par value of 10x dollars to the M Corporation for 5x dollars 
cash anti for the right to use certain patents, which right was 
worth at least 5x dollars. Xone of the income of the 0 Corporation 
for the year 1917 was derived from sources v. ithin the United States. 
The question is as to the method of treatment of the shares of stock 
of the 0 Corporation in determining the invested capital of the M 
Corporation for the year 1917, under the Revenue Act of that year. 

In computing the surplus and undivided profits of the M Corpo- 
ration, the shares of stock in the 0 Corporation are to be valued. 
at cost, with proper adjustments, if any. (The method of com- 
puting surplus and undivided profits under the Revenue Act of 
1918, laid down in article 888 of Regulations 45, is equally appli- 
cable to the computation of surplus and undivided profits under the 
Revenue Act of 1917. ) In the cost of the shares of stock of the 
0 Corporation are to be included the cash payment of 5x dollars, 
and the patent right at its value at the time of the exchange, which 
value can not be taken as exceeding the value of the shares of stock 
received in exchange therefor. The e8ect of the transaction may 
be to increase or decrease the amount of the surplus and undivided 
profits of the M Corporation, though the assets which ultimately 
give value thereto; to wit, the cash and the patent right, remain 
the sante. Such increase or decrease. , however, is due to such a 
change in the situation as amounts to a realization of gain or loss, 
and any gain so realized is earned surplus, as any loss so realized 
e8ects a decrease in earned surplus. (See art. 1565, Regs. 45, as 
amended by T. D. 2924. ) Since earned surplus is considered in 
determining invested capital regardless of the time when it was 
earned, it is immaterial that the gain or loss realized from the trans- 
action was due to appreciation or depreciation which in part oc- 
curred prior to March 1, 1918. In this respect the principles appli- 
cable to the computation of invested capital differ from those ap- 
plicable to the determination of taxable income for, while such part 
of the realized appreciation, if any, as is attributable to the period 
after March 1, 1918, is taxable income, such part as is attributable 
to the period before March 1, 1918, though considered in the com- 
putation of invested capital, escapes taxation. 

The shares of stock of the 0 Corporation constitute "admissible 
assets " of the M Corporation for the year 1917. The 0 Corporation 
derived no income from sources withtn the United States, and con- 
sequently was not subject to income tax under Title I of the Revenue 
Act of 1916, as amended by the Revenue Act of. 1917. (Sec. 10. ) 
The dividends received by the M Corporation upon its stock in the 
0 Corporation should, therefore, be included in the income of the 
M Corporation for yurposes of the excess profits tax. They are 
not " amounts recetved * * * as dividends upon the stock 

of other corporation ~ ~ ~ subject to the tax im- 
posed by Title I of such act of September 8, 1916, " within the mean- 
Ing of section 206 of the Revenue Act of 1917 which authorized 
the deduction of such amounts from the income of a donaestic cor- 
poration in order to determine the amount of income of such cor- 
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poration subject to the excess profits tax Consequently, the stock 
of the 0 Corporation does not constitute c inahissibIB assets" 
un;der the provision of section. 207 of Title II of the Revenue Act 
of 1917 that- 

As used in this ti'tie "mvested capital" does not include stuccos, bonds (other 
than obligations of the United Stakes), or. other assets, the income from vrhieh 

is not subject. to the. tax imposed by this title. 

It is Ill, therefore; that f' or the purpose of determining the. in- 
vested capital of the M Corporation (u) in computing its surplus and 
undivided: profits its shares of stock in the 0 Corporation are- to be 
valued at cost with proper adjustments, if: any, such cost being 5x 
clollars plus the value at the time. of the exchange tlierefor of tile 
patent rights owned by the- M Corporation; and (b) such shares- of 
stock are to be regarded as "admissible assets. " 

Section 886, Article 8M: Surplus and undivided prof- 1 — 19 — 121. 
its j earned surplus. O. D 82 

6ood will created to o8set impaired' capital has no. BBBct os in- 
vested capital. Subsequent earnings must be. used first to restore 
impaired capital; excess may be aclded to. original investment as in- 
vested capital'. 

Section. M8, Eirtiele 838: Surplus and undivided prof- 1-19 — 130. 
its; earned surplus. O. D. 91. 

Any portion of surplus or undivided profits representing unearned 
interest or discount which has not been- reported as taxable income, 
inust be excluded in the computation of invested capitaI for war 
profits and excess profits purposes. 

Section M6, Article 838i Surplus and undivided prof- 1 — 19-181. 
its ) Barxlecl surplus. O. D. 92. 

If a taxpayer. reports profits on instalEment sales on the basis of the 
proportionate part of each installment received' representing profi, 
his surpIus account as. at the beginning of the taxable year must bB 
reduced in computing invested capital to the extent that the surpl'us 
account includes profit on such sales which has not been reported as 
taxable income. 

Section MS-, Article 840: Surplus and undivicled: prof. - 2-19-151. 
its; additions to surplus account. T. K R. 6. 

(1) Where a distilling corporation pursuant to a resolution of 
the board of directors charged against' surplus in 1912 and 1918 
amounts aggregating dollars on the ground of alleged. obso- 
lescence of a part, of its equipment and the entire equipment was 
continued in use the same as previously, no reduction of output 
being made and no portion of the property having been retired or 
scrapped, in fact no change being made beyond' the arbitrary reduc- 
tion of the surplus and invested capital by charging o6 the 
dollars on the books of the corporation, it having been shown that 
these cIiarges were made only for the consideration of' the corpora- 
tion and that they did. not enter into the corporation's income tax 
returns, the amounts so charged off may be restored to invested capi- 
tal, less proper allowance for ordinary depreciation. 
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Section M8, Article 840: Surplus and undivided prof- 15 — 19&52. 
its; additions to surplus account. T. B. M. 56. 

(Also Section 214, Article 181. ) 
Amortization allowances deducted in ascertaining net proiits for the 

purpose of the munition manufacturer's tax aet (Title III of the Reve- 
nue Aet of 1910) do not affect "invested capital" under the Revenue 
Act of 1918. 

The munition manufacturer's tax was laid "upon the entire net 
profts actually received or accrued" from the sale or disposition of 
specific munitlons, and it was provided in section 202: 

That in computing net props under the provisions of this title for the pur- 
pose of the tax there shall be allowed as deductions from the gross amount 
received or accrued for the taxable year from the sale or disposition of such 
articles manufactured within the United States, the following items: 
(f) A reasonable allowance according to the conditions peculiar to each con- 
cern, for amortization of the values of buildings and machinery, account being 
taken of the exceptional depreciation of special plants. 

It is apparent from this language that the amortization allowance 
in question was authorized for the purpose of computing "net 
profits, " not "net income. " The right to make a deduction for amor- 
tization in computing net income for the income tax did not exist 
and was repeatedly denied by the bureau prior to the passage of the 
Revenue Act of 1918. It is to be noted further that the taxes imposed 
by Title II of the Revenue Act of 1917 and Title III of the Revenue 
Act of 1918 were explicitly laid upon "net income, " and were in a 
variety of ways impressed with the stamp and character of an income 
rather than a munition manufacturer's tax. They are in no sense 
mere continuations or expansions of the tax imposed by Title III of 
the Revenue Act of 1916. It follows, therefore, that the deduction 
for amortization under the munition manufacturer's tax law was not 
allowed for income tax purposes and should not now be permitted 
to aQ'ect the surplus or any other element entering into the "invested 
capital" employed for purposes of the war profits and excess profits 
taxes. 

This conclusion is supported by the character of the amortization 
allowance in question. It was in many respects quite dissimilar from 
the depreciation and depletion allowances. It was not based upon 
the fact that plant and equipment acquired in the year 1916 or earlier 
for the manufacture of munitions, actually depreciated in use or 
market value during the taxable year 1916. There was in general no 
such depreciation in value or impairment of useful life. Account 
was taken "of the exceptional depreciation of special plants" but 
the principal allowance was "for the amortization of the values of 
buildings and machinery, " whether those values increased or de- 
creased in the immediate future. The principal amortization allow- 
ance looked to the establishment of a special fund to recoup excep- 
tional war costs when war uses had ceased; it did not imply that 
there had been or would be any immediate impairment of physical 
assets, such as is covered by the depletion allowance, or any unme- 
diate exhaustion, wear, tear, or obsolescence in excess of the amount 
covered by the depreciation allowance. It was, as stated, a special 
allowance peculiar to this tax, designed possibly to moderate the 
(then) exceptionally high rates of the munition n1anufacturer's tax. 

Reference has been made in this connection to the wording of. 



292 INCOME TAX RULINGS. 

section 214 (a) (9) and section 234 (a) (8) authorizing a deduction 
for amortization under the Revenue Act of 1918; but upon careful 
examination these paragraphs are found to have no bearing upon the 
present case. 

It is the opinion of the Advisory Tax Board, therefore, that deduc- 

tions for amortization taken under the munition maunfacturer's tax 
act do not afiect the computation of the invested capital under the 
Revenue Act of 1918 of the corporations which took such deductions. 

Section 3M, Article 841: Surplus and undivided prof- 3 — 19 — 206. 
its; limitation of additions to surplus account. T. B. R. 19. 

A corporation acquiring with stock the assets of a previously ex- 
isting corporation, among which assets are included trade-marks, 
good will, etc. , can not claim as an addition to invested capital 
amounts expended by the predecessor corporation for the general 
development of such intangibles and charged by it as current expense. 

Section 326, Article 841: Surplus and undivided prof- 
its; limitation of additions to surplus account. 

(See 8 — 19 — 319; sec. 311, art. 781. ) Adjustment of salaries paid 
during prewar period. 

Section 326, Article 843: Surplus and undivided prof- 3 — 19 — 208. 
its; patents. T. B. M. 17. 

For the purpose of computing the excess profits tax for 1917 the 
capital stock paid for patents is not subject to the 20 per. cent limita- 
tions applicable to good will and certain other forms of intangibles. 

Section 386, Article 844: Surplus and undivided prof- 7 — 19-308. 
its; reserve for depreciation or depletion. T. B. M. 41. 

The claim of the X Company for the inclusion in its invested capital for the year 1917 
of the amount of 6x dollars, representing appreciation in the value of its property, which 
appreciation had been taken up on its books in 1914 and returned as taxable income for 
that year, should be denied for the reason that such tax was erroneously assessed and 
collected. The taxpayer is entitled to a claim for refund 

Reference is made to the clailn of the X Company for the inclusion 
in its invested capital for the year 1917 of an amount of x dollars 
representing appreciation in the value of a certain part of its prop- 
erty which was taken up on the books in 1914 and returned as a part 
of its taxable net income for that year, in accordance with article 107 
of Regulations 33, which reads as follows: 

AsT. 107. It will be noted from these definition that the gross income em- 
braces not only the operating revenues but also income, gains, or profits from 
all other sources, such as rentals, royalties, interest, and dividends from stock 
owned in other corporations, and appreciation in values of assets if taken up 
on the books of account as gain; also profits made from the sale of assets, 
investments, etc. 

This item was brought to the attention of the Bureau during 1918 
and was disallowed in the computation of invested capital for the 
year 1917. An appeal was made to the Advisory Tax Board, but no 
evidence has been found that would warrant a change in the origin". . 1 
decision of this office. 

Regulations 33, from which article 107 is quoted above, were issued 
in January, 1914, and in March, 1915, the question of tl1e taxability 
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of appreciation of property when tal-en up on the books of a tax- 
payer was decided adversely to the Government by the United States 
Circuit Court of Appeals in the case of the Baldwin I. oconiotive 
IYorks v. McCoach, Collector (221 Fed. , 59). This decision was em- 
bodied in Treasury Decision 2185, i»»ued April, 1915, which held that 
an "increase in the valuation of assets on the books of the corpora- 
tion is not income received during the year, where there is no addi- 
tion to the plant and all that was done was to revalue the property. " 
It appear. -. , therefore, that the return for 1914 was made in accord- 
ance with the regulations of the department, but that shortly after 
lhc filing of the return the court decision above mentioned made it 
necessary for the Treasury Department to rescind the provisions of 
article 107 of Regulations 88, in so far as they related to the taxation 
of unrealized appreciation. Between April 1, 1915, and the date 
upon which the tax for 1914 became due and payable a claim might 
have been flled for abatement of the proportion of the tax repre- 
sented by the item of appreciation, and since the date of the pay- 
ment of the tax the company was entitled to file a claim for refund. 
This right continues for a period of five years from date upon which 
the return was due. 

The computation of invested capital for the year 1917 is to be de- 
termined in accordance with the provisions of the Act of October 3, 
1917. and Regulations Xo. 41. issued thereunder. In article 42 of 
these Regulations it is provided, inter alia, that- 

If value appreciation of a kind not subject to income tax (other thau that 
allowed under article 55) has been talren up on the accounts, a deduction must 
be made in respect of such appreciation so taken up. 

A» shown above, the appreciation written up on the books in 1914 
was not properlv subject to income tax. The exception to this rule 
as found in article 55 referred to in the quotation above reads as 
follows: 

Tangible property paid in for 'stock or shares prior to January 1, 1914. must 
be valued at either (a) the actual cash value of such property on January 1, 
1914, or (b) the par value of the stock or shares specifically issued therefor, 
whichever is lower. 

This regulation is based upon the statutory provision defining in- 
vested capital, which is found in section 207(a) (2) of the Act of 
October 3, 1917: 

The actual cash value of tangible property paid in other than cash, for stock 
or shares in such corporation or partnership, at the time of such payment (but 
in case such tangible property was paid in prior to January 1, 1914, the actual 
cash value of such property as of January 1, 1914, but in no case to exceed the 
par value of the original stock or shares specificallv issued therefor). 

This provision of the law does not allow for any general apprecia- 
tion of property as at January 1, 1914, and the inclusion of apprecia 
tion in invested capital is limited in effect to cases ~here capital stock 
has been issued specifically in payment for tangible assets in an 
amount which at par exceeded the actual cash value of the property 
at the date of the transaction, but where between such date and Janu- 
ary 1, 1914, the property had appreciated in value. In such a case 
appreciation in an amount not in excess of the difFerence between the 
actual cash value of such property at the date of its acquisition and 
the par value of the stock issued specifically for the property may be 
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included in invested capital. The case does not come within tl is 
exception. 

The claim for inclusion in invested capital of x dollars represent- 
ing appreciation in value of property can not be allowed. 

Section 3M, Article 845: Surplus and undivided prof- 5-19-o65. 
its; reserve for income and excess proQts taxes. T. B. R. 17. 

Treasury Decision 2791 snd article 845 of Itemlations should not be 
modified. 

Numerous protests against the validity of the principle first 
adopted in Treasury Decision o791, approved February 17, 1919, and 
subsequently embodied in Article 845 of Regulations 45, have been 
made. A hearing upon the question was held before the Advisory 
Tax Board at the request of the X Company. , at which time its gen- 
eral counsel appeared and argued against the power of the Com- 
missioner to make this regulation, which requires that surplus and 
undivided props as of the end of the preceding year must be re- 
duced as of the date or dates when Federal income and excess proiits 
taxes become due and payable, by the amount of such taxes for that 
year. 

In the original and supplemental memoranda Bled by the X Com- 
pa. ny counsel has set forth at length the several arguments of greater 
or less weight in support of the position urged by that, taxpayer. 

In the opinion of the board the Commissioner and Secretary in 
promulgating Treasury Decision 9791 and article 845 have ylaced 
the whole matter upon what is the only basis which accords with the 
requirements of the statute and meets the demands of proper account- 
ing, although it is true that the arguments advanced by counsel for 
the taxpayer in. this case are well presented and at erst blush seem 
convincing and persuasive. 

Article 845 of Regulations 45 provides: 
For the purpose of computing invested capital, Federal income, and war 

profits and excess profits taxes are deemed to have been paid out of the net 
income of the taxable year for which they are levied. It is immaterial, 
therefore, whether reserves for the payment of such taxes for the preceding 
year have been sct up or not, or if set up whether such taxes when ps. id have 
actually been charged against such reserves. Amounts payable on account of 
such taxes for the preceding year may be included in the computation of in- 
vested capital only until such taxes become due and payable. A deduction 
from the invested capital as of the beginning of the taxable year must therefore 
be made for such taxes or any instalment thereof, averaged for the propor- 
tionate part of the taxable year after the date when the tax or the installment 
is clue and payable. 

The provisions of Treasury Decision 2791 relating to the tax under 
Title II of the Revenue Act of 1917 are substantially the same. 

The relevant provisions of the statute are found in section 207 
of the Revenue Act of 1917— 

As used in this title "invested capital" does not include ~ ~ ~ money 
or other property borrowed, and means, subject to the above limita- 
tions: ~ ~ * (8) paid in or earned surplus and undivided profits used; or employed in the business, exclusive of undivided profits earned. during ths taxable year. 

and in section 396 of the Revenue Act of 1918— 
Ssc. 826, (a) That as used in this title the term ''invested caPital" for 

any year means ~ ~ (8) paid-in or earned surplus and undivided profits; 
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net including surplus and& undivided profits earned during the year; 
but ('b) as- used in this title the- term "iuvested capital" does not include 
borrowed capital. 

The. term "earned surpl'us and undivided profits" used in both 
acts is brief but full of import. In effect, it, incorporates into i. l&e 

law by reference the entire body of principles of accounting rela- 
tive to the determination of surplus. There is in neither act any 
provision. defining this term or modifying what niust otherwise b: 
accepted, as the guiding principle to be applied in determinin~ what 
is surplus. The statute, therefore, requires that the surplus In an;. 
case shalI be determined exactly in accordance with the accepted 
principles of accounting; and it is to those principles that both the 
taxpayer and the Government must turn for light upon the meaning 
of this provision of the law. 

T' he application of these principles to the question at issue brin~ 
a speedy response and permits of. only one answer-. A. tax levied ~as 

these taxes are, for a definite period, must be considered as a liability 
which has fully~ accrued at the end of that period; and if not already 
paid, provision for its pay'ment must be made before there can be any- 
true surplus or undivided profits. This is especially true in the case 
of an income tax — and excess and war profits taxes are income 
taxes — which must be considered as a sharing by the Government in 
the income. of the taxpayer for the taxable year. The fact that the 
tax is in terms of' the statute imposed. "upon" the net income and 
that there is no specific provision that it is to be paid "out of" net 
income can not change its inherent nature. 

The amount of these taxes for any year can not, therefore, after 
the conclusion of such year be considered as a, part of the surplus, 
bilt is rather in the nature of a liability, and if this regulatio'n is 
open to criticism at all, such criticism might much more properly 
be directed against its further provision permitting the amount of 
such tax to be included as surplus until such time as the tax becomes 
due and payabl'e. 

It is true that in every case the situation is not such that it will 
be vitally affected by a fail'ure to appl'y sound principles, ancI as a 
resul't, the development of the rulings aheady referred to as unsound 
was very easy, but when the situation happens to be such that the 
effect of the application of a wrong principle would be critical the 
difference between She sound and the unsound principle is apparent 
at once. A single example will suffice to illustrate what is meant; 
Thus, if a business continues to be owned from year to year by sub- 
stantially the same. interests it becomes relatively unimportant 
whether such taxes are charged against the income upon which they 
are levied or against other funds; but if the control of that business 
changes hands and it thus becomes important to charge the taxes 
against the proper funds, there would never be any question but 
that they are properly chargeabIe against the i'ncome for which 
levied. The purchaser wou'ld never For a moment admit that they 
might equally as well be charge&1 agaiiist his future earnings or that 
he should become liable to raise them by borrowing from the baulk 
or otherwise, without allowance heing made in the consi'deration 
which he paya. for the business. 
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In the opinion of the board the provisions quoted above 
section 207 of the Revenue Act of 1917 and from section 826 of the 
Revenue Act of 1918 are controlling and sustain the interpretation 
wh'ich has been embodied in the form of a regulation in Treasury 
Decision 2791 and in article 845 of Regulations 45. It is accordingly 
recommended that no modification in these regulations be made. 

Section 3M, Article 845: Surplus and undivided prof- 12 — 19 — 411. 
its; reserve for income and excess profits taxes. T. B. M. 51. 

L~'ffect of assessment of additional income and excess pro5ts taxes 
for prior years upon invested capital. 

The rulings contained in Treasury Decision 2791 and article 845 
of Regulations 45 require income and excess profits taxes levied for 
the particular year to be considered as liabilities which have accrued 
at the end of such year and which must be taken into account in de- 
termining the surplus and undivided profits which may thereafter be 
included in invested capital, and state that such taxes may be in- 
cluded in the surplus until they become due and payable. These 
rulings are in general applicable to additional assessments. 

It is the essence of any system of accrued accounting that items 
of income and outgo be estimated as they accrue and that the proper 
entries be made upon the books at that time. The books for any 
fiscal period are deemed to clearly refiect the history of that period 
and are not changed even though subsequent events demonstrate 
that certain accruals, to a minor degree, were incorrectly estimated. 
The necessary adjustments to correct such errors are made in the 
current accounts. It is only where major adjustments are necessary 
that it is good accounting practice to make adjustments for past 
errors in the surplus account. 

For these reasons the Advisory Tax Board recommends that ad- 
ditional assessments of income and excess profits taxes, for prior 
years which are relatively small or unimportant be considered paid 
from current earnings; but that where the additional assessment is 
relatively large and important such assessment be considered a liabil- 
ity of the taxable year in question and. that the necessary adjust- 
ments of the surplus a. ccount be made. In such cases the phrase 
"due and payable" in article 845, Regulations 45, means tSe due 
'date for taxes of the taxable year and not the date fixed for the pay- 
ment of the additional assessment. 

It is suggested that in all cases in which the additional assessment 
is less than o pea cent of the original assessment or is less than $5, 000 
it be considered paid out of current earnings and that no adjustment 
of invested capital be made. 

Section 826, Article 845: Surplus and undivided prof- 11 — 19-892. 
its; reserve for income and excess profits taxes. 0. D. 222. 
The rule expressed in article 845, Regulations 45, that, taxes are 

deemed to be paid out of earnings for the year for which levied, 
applies to any year of the prewar period as well as to the taxable 
year. In such cases the amount or amounts pay'able in a succeeding 
year on account of such taxes may be included in the computation og 
uu ested capital until due and payable. 

I 
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Section 326, Article 845: Surplus and undivided profit; 
reserve for income and excess profit taxes. 
(See 20 — 19 — 506; sec. 214, art. 167. ) Reduction of invested capital 

taken as of the date when tax became due and payable. 
Section 326, Article 845 (a) '. Surplus and undivided 23 — 19 — 55'3. 

profits; reserve for income and excess profit taxes. T. D. 2931. 
Amendment of article 845, Regulations 45. 

The fina edition of Regulations 45 is amended by inserting inune- 
diately after article 845 a paragraph to be known as article 845 (a), as follows: 

Aar. 845 (a). Surplus and undivided profitsi reseree for 1918 income and 
ercess-profits taxes of corporations ham'ng a fiscal year. — In the case of cor- 
porations having a fiscal year, the Federal income and profits taxes for the taxable year 1918 shall, for the purpose of computiug invested capital for the taxable year 1919, be deemed to become due and payable as follows: (a) As to such amounts as became due and payable prior to February 2o, 1919, under 
the provisions of section 14 (a), Revenue Act of 1916, such law shall gov- 
eru; (b) in all other respects the provisions of section 250 of the Revenue 
Act of 1918 shall govern except that the installments which would become 
due prior to February 25, 1919, shall be deemed to become due and pavable 
on that date; (c) any amounts which became due aud payable under said 
section 14 (a) prior to February 25 shall, so far as possible, be deemed to 
cancel the earlier installments pavable under said section 2oo. For example, a 
corporation whose fiscal year ended August Bl, 1918, is assessed a total income 
aud profits tax under the 1917 law of $250. 000 and an additional tax under the 
INS law of $110, 000. The total tax of $860, 000 would for the purpose of com- 
puting invested capital be deensed to become due and pavable as follows: 
February 15, 1919, $250, 000; May 15, 1919, $20. 000; August 15, 1919, $90, 000. 
If, assuming the same taxes, the fiscal year ended September 80, 1918. the 
total tax would for the purpose of computing invested capital be deetnecl to 
become due and payable as follows: February 25, 1919, '$90, 000: xiarch 15, 
1919, $90, 000; June 15, 1919, $90, 000; September 15, 1919, 890. 000. The pro- 
visions of this article apply solely for the purpose of computing invested 
capital and do not afFect the provisions of T. D. 2797 in regard to the time and 
manner of paying taxes where corporations have filed returns for fiscal vears 
einling in 1918. 

Section 326, Article 846: Surplus and undivided prof- 3 — 19 — 209. 
its; insurance on offlcers. O. D. 132. 
Only the cash surrender value of policies of insurance attributable 

to premiums paid in prior years which have not been deducted as an 
expense can be included in surplus. 

Section 386, Article 846: Surplus and undivided prof- 7-19-309. 
its; insurance on oKcers. O. D. 179. 
The cash surrender value of a life insurance policy which, under 

article 846 of Regulations 45, constitutes surplus as at the begin- 
ning of the taxable year for invested capital purposes, retains its 
character as surplus even though the policy constituting the admis- 
sible asset upon the basis of which the surplus was determined, is 
terminated and paid. 

Section 326, Article 851: Intangible property paid in. 23 — 19 — 554. 
(Also Section 214, Article 105. ) T. B. M. 81. 

The fact that a corpora, tion issues stock as a bonus to its three 
principal offlcers to secure their services and participation in the 
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business is not ipso facto sufBcient evidence of the- existence of go~ 
will for which values can be recognized in connection with the «m 
putation of invested capital. 

Such three principal ofiicers were the principal, stockholders and. 

were active salesmen and the only salesmen employed directly by the 
corporation. Each w. as allotted certain exclusive territory in which 
he might employ subagents; all sales made by or through these three 
principal salesmen constituted the basis on which their commissions 
or bonuses were calculated. There were certain other sales made di- 
rectly by the house which were not subject to any bonus or commis- 

sion deduction. The business of the corporation appeared to be de- 

pendent almost solely upon the personal efForts of these t'hree prin- 
cipal ofiicers and stockholders. The rates of commission and the 
salaries for their services were properly voted. 

In this case it was deemed that commission and. salary aggregating 
50 per. cent of the gross niargin on: the business developed by each 
was not unreasonable. 

Section 886, Article 851: Intangible property paid in. 80-19-644. 
0; D. 84S. 

Invested capital on account of intangibles bona fide paid in. for 
stock or shares is limited to 25 per cent of stock with par value plus 
95 per cent of the amount fixed in articles authorizing no par value 
stock as the capital with which the corporation may do business. If 
the laws of any State authorize issuance of true no par value stock 
with no amount of fixed capital such no par value stock may. be 
taken into consideration in measuring the value of intangibles; at 
the fair market value as of. the date or dates of issue of'such stuck 
or shares. 

Section 8M, Article S52: Percentage of inadmissible 1 — 19 — 125. 
assets. 0; D. 86. 
Since the income derived from Porto Rico bonds is not subject to 

tax, the bonds are inadmissable assets and can not, therefore, be: 
included in invested capital. 

Section 826, Article 855: Invested::. capital for full year 
or less. 

(See 15 — 19-499; sec. 288, art. 541. )' Invested capital of telephone 
companies for taxable year when operated. under Government control. 

Section 886, Article 857: Method of determining avail- 18-19-491. 
able net income. T. B. R. 54. 

Memorandum accounts of estimated earnings not considered suf- 
ficientl definite to be used instead. of the average monthly earnings in 
computing invested capital under article 85r, Itegulations 45. 

In the case of the M Company three paints are presented for con'- 
sideration and decision: (1) Whether an accrual of taxes for the 
months of January, February, and March of 1917 is properly used 
in computing the invested capital for the year»&7;. (~) whether, 
assuming that the bureau was warranted in taking accrued taxes for 
those months into consideration, was it not in error in using the 
monthly earnings instead of the avenge earnings for the year; and 
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(8) whether any computation can reduce the capital below the actual 
paid-in capital of the corporation. 

The situation presented was brought about in the following man- 
ner: The corporation apparently had earnings of llx dollars for the 
months of January, February, and March, 1917. During the month 
of March it declared ancl paid a dividend. of 10x dollars, which amount. 
taken in connection with the accrual of taxes on the earnings for 
the first three months of 1917, exceeds the amount of earning; for 
that period and the balance was construed to have been paid out of 
accumulated surplus and capital of the corporation at the close of 
the year 1916. Incidentally it may be mentioned that the corpora- 
tion was placed in the position of distributing surplus and capital 
because at the time of the payment of the dividend there were appar- 
ently suScient earnings to pay the dividend and. also to take care of 
the taxes under the laws then enacted. ) 

The argument of the corporation relative to the first point is that 
to use the accrual of taxes in the manner stated. is to create a situa- 
tion in which dividends which were actually paid out of current earn- 
ings are made to appear to be practically paid out of surplus and 
undivided profits, thus working a hardship which the law does not 
seem to impose. It is presented that the accrued taxes were not paid 
and were not required to be paid until more than one year after the 
declaration of the dividend. This point may be disposed of by refer- 
ence to articl'e 857, Regulations 45, which authorizes the method 
used for determining the aggregate amount of earnings of the taxable 
year availabl'e for all purposes on any given date. The grounds upon 
which this article rests have been thoroughly reexamined in connec- 
tion with this case, and no sufhcient reason to change the established 
ruling has been found. 

The other two points are disposed of by the disposition. of the 
second point at issue, as a settlement on the basis recommended will 
raise the invested capital above the actual paid-in capital and thus 
dispose of point three. 

The second point presented by the corporation is that, assuming 
that the bureau was warranted in taking accrued taxes into considera- 
tion, it was in error in using the monthly earnings instead of the 
average earnings for the year. Article 857, Regulations 45, provides 
in substance that average earnings shall be used "unless the corpora, - 
tion shows from its books or other records that a greater proportion 
of its earnings for the year was available on such date. " The agreed 
statement as to this is that the corporation did not close its books 
each month, but that it made a fairly accurate memorandum esti- 
mate of the earnings of each month for the use of the officers of the 
corporation. This estimate was not carried into the balance sheet 
of the corporation, but is asserted to be. simply a memorandum for 
use as above stated. The examining ofhcer, however, accepted this 
memorandum as a sufhcient record of the earnings of the corpora- 
tion for the three months in question, which estimate was less than 
the average for those three months would show. But the corpora- 
tion does not close its books at the end of each month, . and the memo- 
randum in question was an informal approximation, insufhcient to 
overthrow the general presumption in favor of the average or pro- 
rating method, which in this and many other similar situations under 
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tlie law has frequently been applied against the desire of the t x 
payer. Zt is recommended, therefore, that the tax liability be co 

puted on the basis of average monthly earnings instead of the figures 

shown by the memorandum. 

Section 886, Article 857: Method of determining avail- 1-19 — 124. 

able net income. O. D. 85. 

The entire amount of federal income, war profits, and excess 

profits taxes accrued for the taxable year remains a part of invested 

capital for the succeeding year (since it is not deductible froni gross 
income in returns) until the taxes become due in the succeeding year. 
Accrual of taxes for the taxable year does not afFect invested capital 
for the taxable year, except to the extent that the accrual of such 

taxes will cause dividend payments to draw on surplus as at the be- 

ginning of the year. 

Section $26, Article 858: EfFect of ordinary dividend. 26-19-598. 
(Also Section 801, Article 1542. ) O. 94'. 

The exchange of x shares of common stock for one of preferred 
stock whereby the capital stock is reduced is a capital transaction a. nd 
does not result in net income or earned surplus. Ivhether such a trans- 
action gives rise to a paid-in surplus not decided. 

An amount taken from capital or paid-in surplus to meet dividend 
requirements is deemed a liquidation of capital to that extent and 
necessitates a reduction in the invested capital. The sum so received 
by a stockholder is to be regarded as a return of capital so far as it 
does not exceed the cost of the stock to him, or if acquired prior to 
March 1, 1913, its fair market value on that date, any excess being 
taxable as a gain or profit. In case of subsequent payments from 
capital or liquidation payments upon dissolution, all prior distribu- 
tions from capital should be considered in iletermining whether there 
has been a gain over the cost of the stock or its fair market value 
as of March 1, 1913. 

Dividends paid while there is an operating deficit shall be deemed 
to be from capital or paid-in surplus, even though there are earnings 
of the taxable year sufiicient to pay the dividend in whole or in part. 

The taxpayer, the M Company, is a holding company owning the 
stock of about y companies. On December 31, 1917, the tax- 

ayer had a surplus. Such surplus was produced in past years 
argely by the cancellation of common stock in this manner — x 

shares of common exchanged for one of. preferred. An analysis of 
the surplus account, it is stated, will show that most of the surplus is 
the result of the exchanges of stock, and if such items were elim- 
inated there would be a deficit. 

The questions to be decided are: (1) What is the nature and the 
result of the transaction by which x shares of common stock 
were exchanged for one of preferreR& (2) What is the efi'ect of 

ayments to stockholders from capital or paid-in surplus& (8) 
hat is the nature and efFect of the Rivident payment in this case& 

(4) Does the fact that an operating deficit would exist if the items 
in the surplus account resulting from such exchange of stock were 
eliminated a8ect the result in this case~ (5) Whether invested cap- 
ital can be increased by the accumulation of an earned surPlus when 
an operating deficit exists, or whetlier current earnings must fiist be 
applied to repair the deficit& 
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(1) What is the nature and the result of the tran=action by which 
x shares of common stock were exchanged for one of pivferred 
stock? Such a transaction whereby the capital stock is reduced is 
a capital transaction and does not give rise to net income or earned 
surplus. (Article 542, Regulations 45. ) ~ether such a surrender of 
stock gives ri=e to a paid-in surplus or not is a question depending 
upon facts which are not disclosed by the taxpayer, and no decision 
is made upon this question. (Article 561. Regulations 45. ) 

(2) AVhat is the effect of payments to stockholders from capital 
or paid-in surplus& A distribution ef any part of the capital or 
paid-in surplus is to be regarded as a return to the stockholder of 
part of the capital represented by his shares of stocl-. upon a 
siibseq»ent sale of such stock, his profit will be the excess of the 
selling price over the cost to him of such stock or it. . = fair inarket 
valiie as of March 1, 1918, after applying on such cost or value the 
amo»nt of any such capital distribution. (See article 1549, Regu- 
lations 45. ) Profits are the only proper source of dividends, ancl the 
declaration of dividends when there are no profits is contrary to 
laiv. (Conyington, Corporate Organization and Management, p. 
399; Thompson on Corporations, ait. 5812. ) That a surplus s»ch as 
here considered is capital and not subject to distribution as divide nds 
has been expressly held many times. (See Roberts r. Robert-. -Wick 
Co. , 184 X. Y. 257, 77 X. K. 1~, and eases therein cited. ) See also 
section 201 (a) (1) of the Revenue Act of 1918. 

(8) What is the nature and efFect of the dividend pavment in this 
case? The dividend paid in February, 1918 (assuming that the 
taxable year of this corporation is the calendar year), is deemed to 
have been paid, first, from earnings and profits accumulated since 
Febr»ary 28, 1918& and on hand at the beginning of the year; second, 
if that fund is insu%cient, from earnings of the taxable year avail- 
able on the date that the dividend is paid; third, if those funds are 
ins«Scient, from earnings and profits accumulated prior to March 1, 
191 &, fourth, if those funds are insufhcient, from capit:&1 or paid-in 
surplus. (See section 201, Revenue Act of 1918; article 8 &8. Regula- 
tioijs 45. ) 

In this case there is no earned surplus on liand at. the beginning of 
tlie ye;ii. so that the only question is whe'. her the earnings of the 
t. ixable year (class 9) are available for the payment of dividends 
when there is an operating deficit or whether such dividends inust 
be deemed to be a distribution of capital. This is not a q«e. -tion 
which should turn upon the legality of such a dividencl in the par- 
ticular jurisdiction, but is a question depending largely on account- 
ing principles and busiuess practice. From that standpoint tl&ere is 
no doubt but that current profits should be applied to make good 
the existing deficit before any dividends are distributecl. (Dickin- 
son, k. ccounting, p. 78. ) It is the weight of authority' in the I nited 
States, moreovei, that the declaration of a dividend o«t of current 
profits, while there is an operating deficit, is contrary to law. (Con- 
yington, Corporate Organization and Manageme»t. p. 899. ) It is 
therefore. held that the dividend in this case was the distribution o) 
capital. It reduces the invested capital anti should be treated as a 
return of capital to the stockholder. 

This decision is based on the fact. as stated by the taxpayer, that 
the M Company is a holding company, owning the stocks of y dif- 

103022' — 22 — 2Q 
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ferent corporations. Whether this principle is applicable to a cor- 
poration operating a property where the investment of the capital in 
wasting assets is contemplated, is not decided. 

(4) Does the fact that an operating deficit would exist if the items 
in the surplus account resulting from such cancellation of stock were 
elimi»ated afi'ect the result in this easel The Regulations do not 
require a reduction in invested capital because of an operating defici'. 
(Article 860, Regulations 45. ) They do require& however, a reel»etio» 

in invested captial where there has been a distribution in liquidation, 
or a return of capital to the stockholders The existence of a» 
operating deficit, therefore, does»ot directly affect the invested 
capital and is significant in this ease only as it throws light upon the 
sources from which the dividend here in question was paid. 

(5) May invested capital be increased by the accumulation of an 
earned surplus when an operating deficit existed, or must the earnings 
of the taxable year be applied to repair the defi'citf The law defines 
invested capital as cash or property paid in for stock, earned surplus, 
and undivided profits and paid-in surplus. The act does not require 
a reduction of invested capital on account of an operating deficit. 
It is obvious, however, that no earned surplus can be accumulated 
until the deficit or impairment of paid-in capital has been made 
good. (Article 838, Regulations 45. ) 

It is held, therefore, that the exchange of 4x shares of coinmon 
stock for 1 of preferred stock. whereby the capital stock is reduced 
is a capital transaction and does not result in net income or earned 
surplus. Whether such a transaction gives rise to a paid-in surplus 
not decided. 

An amount taken from capital or paid-in surplus to meet dividend 
requirements is deemed a liquidation of capital to that extent and 
necessitates a reduction in the invested capital. The sum. so received 
by a stockholder is to be regarded as a return of capital so far as it 
does not exceed the cost of the stock to him, or if acquired prior to 
March 1, 1918, its fair market value on that date, any excess being 
taxable as a gain or profit. In case of subsequent payments from 
capital or liquidation payments upon dissolution, all prior distribu- 
tions from capital should be considered in determining whether 
there has been a gain over the cost of the stock or its fair !narket 
value as of March 1, 1913. 

Dividends paid while there is an operating deficit shall be deemed. 
to be from capital or paid-in surplus, even though there are eanvngs 
of the taxable year soKcient to pay the dividend. in whole or in part. 

Section 826, Article 859: Ell'ect of stock dividend, . 
(See 1 — 19 — 7; sec. 201, art. 1545. ) E8ect of stock dividends on 

invested capital. 

Section M6, Article 867: Afiiliated corporations; stock 20-19-518. 
of subsidiary acquired for cash. T. D. 2901. 

(Lisp Article 868. ) 
Excess props tax, Revenue Act of 1937; modification of paragraph 

F, T. D. 2662. 

Paragraph F& of T. D. 2662, which reads as follows: 
Assets of atiiliatcd or subsidiary corporations which have to be ad]usted to 

meet the statutory linntations prescribed by section 207 shaH be vaiued as pf 
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condith os existing at the dates when such assets were acquired by the respec- 
tive afliuated or subsidiary corporations and not as oi' the date when the 
sn k in such afliliated or subsi, '. isry corporations was acquired by the parent or 
controlling corporation, 

is hereby amended to read as follows: 
Ivhen all, or substantially all, af the stock of a subsidiary corporation was 

acquired for cash, the cash so paid shall be the basis to be used ln determinin„- 
the value oi' the propertv acquired. V here stock of a subsidiary company 
w; . . acquired with the stock of the parent companv, the amount to be included 
in the consolidated invested capital in respect of the company acquired shaH 
be computed in the same manner as if the net tangible assets and the intangible 
assets had been acquired instead of the stock. If in accordance with such 
acquisition a paid-in surplus is chsimed, such claim shall be subject to the 
provisions of articles 55 and 63 of Regulations 41. 

Section 327. — SPECIAL CASES. 

Section 327, Article 901: Treatment of special cases 1-19-110. 
T. B. iI. 7. 

The same principle stated in the Revenue Act of 1918 that 
asses. . ment will not be made as a special case under section -"8. when 
the taz is high "merely because the corporation earned within the 
tazable rear a high rate of profit upon a normal invested capital" 
is applicable to the Revenue Act of 1017 in cases in which applica- 
tion is made for assessment under section 210 of that act. 

Section 327, Article 901: Treatment of special cases 15 — lq-4o3. 
T. B. 3I. 53. 

Recommendation in the case of the application of A. for assesszueut 
under section 210. Request denied. 

The appeal in this case for assessment under section 210 is based 
upon the fact that A. began to liquidate the business in 1917 and 
therefore had abnormal profits during that i ear. This is supported 
by argument to show that by reason of such liquidation there was 
a sacrifice of the value, of trade brands and other intangibles which 
should receive consideration. 

The record makes it doubtful whether there was any actual liqui- 
dation in 1017: but assuming that there was, it had been repeatedly 
held that a tazpaver who had liquidated all or part of his business 
in a particular year is not entitled to assessment under section 210, 
unless such liquidation results in throwing into a single year profits 
so abnormally high as to result in a tax which, compared with the 
tazes imposed upon representative business concerns in the same line 
of business, is seriously disproportionate and productive of excep- 
tional hardship. 

A comparison of the return of A with representative concerns in 
the same line of business discloses the fact that no material change 
in the tax would result by fixing his tax on the basis of the experi- 
ence of such representative concerns. It further appears that the 
amount of the invested capital can be satisfactorily determined with- 
out special difliculty, and that under the conditions prevailing in 1917 
the profits were not seriously disproportionate to such invested capi- 
tal. %'ith respect to the alleged liquidation or shrinkage in the value 
of intangible assets, there were in the year 1017 no facts or events 
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afi'ecting these intangibles suKciently definite and conclusive to 
ivarrant special deductions either as extraordinary depreciation (in- 
cluding obsolescence) or loss. The case plainly does not come within 
the time limits controlling allowances for the obsolescence of intan- 
gible assets in the liquor business, laid down in Advisory Tax Board 
Recommendation No. 44. The Advisory Tax Board, therefore, 
recommends that the petition of the taxpayer be denied. 

Section 387, Article 901: Treatment of special cases. 14 — 19 — 441. 
T. B. M. 58. 

This is an application by the X Company for assessment for the 
year 1917 under section 209 of the Revenue Act of 1917, or, if this 
application is deniecl, for assessment under section 210. 

The corporation was engaged in a manufacturing business. 
The application for assessment under section 209 should be denied. 

Under the definition of. nominal capital contained in article 74 of 
Regulations 41 this is not a "' case of a trade or business having no 
inv~ested capital or not more than a nominal capital. " (See sec. 209. ) It "belongs to a class whi h necessarily and customarily requires 
capital for its operation. " (See art. 74. ) 

The application for assessment under section 210 should also be 
denied. It is true that the excess profits tax rate determined without 
the benefit of section 210 is very high, approxbnately 59 per cent, 
but the profits on the business were clearly war profits, and thus of a 
kind which were intended to be taxed at a high rate. The case does 
not come within any of the classes of exceptional cases enumerated 
in article 52 of Regulations 41 as within the scope of section 210. 
Obviously it is not within any of these classes unless it is within that: 

(4) Ivhere the invested capital is seriously disproportionate to the taxable 
income. 

While the Regulations do not enumerate all the ways in which 
su'ch cases may arise, this class of cases is limited to cases enumerated 
or those similar in character. The cases enumerated are those which 
arise through: 

(a) The realization in one year of the earnings of capital unproductively 
invested through a period of years or of the fruits of activities antedating the 
taxable year; or, 

(h) Inability to recognize or properly allow for amortization, obsolescence, or exceptional depreciation due to the present war, or to the necessity in con- 
nection with the present war of providing plant which will not be wanted for 
the purposes of the trade or business after the termination of the war. 

The present case does not arise in either of these ways, or in any 
similar manner. Properly speaking, this is a case where taxable 
income is "high" with respect to invested capital rather than where 
invested capital is "seriously disproportionate" to such income. 
Section 210, as interpreted in the Regulations, like paragraph {d) of 
section M7 of the Revenue Act of. 1918, was not intended to afFord 
relief where the only reason therefor is a high rate of tax — that is, a 
high ratio of taxable income to invested capital. There must be 
in addition some abnormality with respect to invested capital, tax 
able income, or both. There is no such abnormality in the present 
case. 
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Section 327, Article 901: Treatment of special cases 

Section 327, Article 901: Treatment of special eases. 

(See 19 — 19 — 492; sec. 200, art. 1525. ) Assessment of a business the 
volume of which is derived practically from the individual e8orts 
of the stockholders. 

15-19-454. 
T. B. il. 60. 

The limitation of the tax under the Revenue Act of 1918 on 
profits derived from the sale of a discovered mine can not be applied 
to the assessment of 1917 taxes, nor can such limitation or any niodi- 
fication thereof be used as a basis for an assessment under se tion 
210 of the Revenue Act of 1917. A case in which incoine as com- 
pared with invested capital has been abnormally increased by the 
sale of all capital asset=-, may be considered under section 210, Reve- 
nue Act of 1917. 

Section 328. — COMPUTATION OF TAX IX SPECIAL CASES. 

Section 328, Article 912: Determination of first instal- 6-19-285. 
ment of tax in special cases. T. B. M. 30. 

(Also Section 335, Article 952. ) 
The application of section 210 of the Revenue Act of 1917 and sec- 

tions 327 and 328 of the Revenue Act of 1918 to fiscal year returns. 

A. corporation having a fiscal year ending tune 30, 1918, filed 
income and excess profits tax returns for that period under the Reve- 
nue Act of 1917. Its fax was finally assessed under section 210 of 
the Revenue Act of 1917. The taxpavcr in makin~ its supplemental 
return for the same fiscal year under the Revenue Xct of 1918 wishes 
to use the same constructive capital as a basis for coniputin~ its 
excess profits tax under the Revenue Act of 1918, and appeals Prom 
a decision of the Unit advising it that this can not be done. 

Section 335 of the Revenue Act of 1918, which levies the war profits 
and excess profits taxes for a fiscal year ending in 1918, reads in part 
as follows: 

Szc. 335 (a). That if a corporation (other than a personal service corpora- 
tion) makes return for a fiscal year bewnning in 1917 and ending in 1918, the 
tax for the first taxable year under this title shall be the sum of: (1) The 
same proportion of a tax for the entire period computed under Title II of the 
Revenue Act of 1917 which the portion of such period falling within the calen- 
dar year 1917 is of the entire period, and (2) the same proportion of a tax 
for the entire period computed under this title at the rates specified in subdi- 
vision (a) of section 301 which the portion of such period falling within the 
calendar year 1918 is of the entire period. 

In the opinion of the Advisory Tax Board the efi'ect of this section 
of the statute is that the excess profits tax for a fiscal year ending 
in 1918 is computed in two v-avs. First, it is computed as if the en- 
tire income had been earned during the calendar year 1917. This 
involves in some cases an assessment under section 210. Second, it is 
computed as if the entire net income had been earned during the 
calendar year 1918. This involves in some cans an assessment under 
section 328. The proper proportions of the resulting taxes are used 
to determine the tax for the fiscal year. 
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Where possible, it would be desirable to consider the application 
for assessment under section 910 and the application for assessment 
under section 327 together. Where, as in this case, the assessment 
under section o10 has already been made, the taxpayer should be 
notified to file with its supplemental return an application for assess- 
ment under section 327. Pending decision upon its application it will 
be necessary for the taxpayer to compute the additional tax due upon 
the assumption that the excess profits tax computed under the Rev- 
enue Act of 1918 will be not more than 50 per cent of its net income, 
as is provided in section M8 and article 919 — 914, Regulations 45. In 
no case would the constructive capital determined under section 210 
be used in making the assessment under section 828. 

Section MS, Article 912: Determination of first install- 1 — 19 — 136. 
ment of tax in special cases. O. D. 94. 
Computation of tax on the basis of 50 per cent of the net income 

under section 328, Revenue Act of 1918, relates only to war excess 
profiits tax. It is not permissible to file bond in lieu of cash payments 
of tax determined on 50 per cent basis pend. ing final determination of 
tax due. 

Section MS, Article 914: Payment of tax in special 96-19-599. 
cases. 0. D. 8vl. 

(Also Section 250, Article 1001. ) 
The provisions of section 327 (d) of the Revenue Act of 1918 will 

not debar a corporation deriving income from Governinent contracts 
on the "per unit" basis from filing a claim for assessment under the 
provisions of section 328. If the claim is Bled prior to the due date 
of the fourth installment of tax and the three installments, already 
paid are equal to the sum of the normal tm plus a war profits and 
excess profits tax equal. to 50 per cent of the net income of the. corpo- 
ration, it will not be necessary to pay' the fourth installment, but the 
additional payments of tax, if any, with interest may be made when 
the claim For readjustment of the tax is finally disposed of. The 
corporation should file a claim for abatement of. any taxes assessed in 
excess of the tax computed. 

Section MS, Article 914: Payment of tax in special 31-19-655. 
cases. 6. D. 856. 
In cases where application has been made at the time of filing the 

return for assessment of war profits and excess profits tax in accord- 
ance with section M8, Revenue Act of 1918, and. the installments of 
tax determined and assessment made on the basis of 50 per cent of the 
net income for the taxable year, no abatement claim is required to 
cover the difference between the tax so computed;and the %ax com- 
puted without the benefit of section 898. If the tax has. been com- 
puted and. assessment made without reference to . section 328, and 
application is made mbaegmntLy for assessment of Hw tax in accord- 
ance with section 398, payment of the entire tax as originally com- 
puted will be required unless a claim is Bled for the abatement of the 
amount assessed in excess of 50 per cent of the xiet income. 
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Part VI. — Reorganizations. 

Section 330. — REORGANIZATIONS. 
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Section SSO, Article 93o: Net income and invested capi- ~ — 19 — 137. 
tal of predecessor, partnership, or individual. T. B. R. No. 2. 

The provisions of section 208 of the Revenue Act of 1917 should be 
applied on the basis of the adjusted balance sheet of the predecessor as 
of the date of reorganization. 

This section reads: 
That in Case of the reorganization, consolidation, or change of ownership of 

a trade or business after March 8, 1917, if an interest or control in such trade 
or business of 50 per centum or more remains in control of the same persons, 
corporations, associations, partnerships, or any oi' them, then in ascertaining the 
invested capital of the trade or business no asset transferred or received from 
the prior trade or business shall be allowed a greater value than would have 
been allowed under this title in computing the invested capital of. such prior 
trade or business if such asset had not been so transferred or received. 

The question at issue is whether the provision quoted above re- 
quired the new corporation to base its invested capital on (1) the 
invested capital of the predecessor as of the beginning of the then 
taxable year of the predecessor, or (2) on the basis of the balance 
sheet of the predecessor as of the date of reorganization. 

This provision should be held to require the new corporation to 
base its invested capital on the adjusted balance sheet of its prede- 
cessor as of the date of reorganization. The limitation in this sec- 
tion relates in terms to the value which shall be placed upon assets 
transferred or received from the prior trade or business. Appre- 
ciation in the value of assets so transferred or received can not be 
included in the invested capital of the new corporation. The statute, 
however, does not prohibit the treatment of the date of reorganiza- 
tion as the beginning of a new taxable year. Consequently it does 
not require the exclusion from the invested capital of the new cor- 
poration of surplus and undivided profits earned between the be- 
ginning of the then taxable year of the predecessor corporation and 
the beginning of the taxable year of the new corporation. 

Section 330, Article 933: Election to be taxed as corpo- 6 — 19-286. 
ration. T. B. R. 27. 

(Also Section 240, Article 6M. ) 
Recommendation in the case of the application of the X Company 

for permission to incorporate and then make an affiliated return with 
three corporations owned by the same individuals. 

The X Company is a partnership owned by two individuals with 
equal interests. In 1918 the partnersliip owned all or more than 99 

er cent of the capital stock of three corporations, Y Company, 
Company, and the W Company. The request now before the 

Bureau is that the partnership should be allowed to incorporate 
before July 1, 1919, m accordance with section SSO, Revenue Act of 
1918, and thereafter be allowed to file a consolidated return with the 
other three corporations which the partnership now owns. 

Section SSO of the 1918 Revenue Act provides that: 
In the case of the organization as a corporation before July 1, 1919, of any 

trade or business in which capital is a material income-producing factor and 
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which was previously owned by a partnership or individual the net incom«f 
such trade or business froni January 1, 1918, to the date of such reorganization 
may at the option of the individual or partnership be taxed as the net income 
of a corporation is taxed under Titles II and III; in which event the net 
income and invested capital of such trade or business shall be computed as 
if such corporation had been in existence on and after January 1, 1918, 

*: Provided. , That this paragraph shall not apply to any trade or busi- 
ness the net income of which for the taxable year 1918 was less than 20 per 
centum of its invested capital for such year: 

In the case of the X Company it has been stated that the inconie of 
this partnership was more than 20 per cent of its invested capital for 
the year 1918. Such being the fact, it appears that the law spe- 
cifically gives to this partnership the right to make return. as a cor- 
poration for the year 1918 if it shall, before July 1, 1919, organize as 
a corporation. 

While the partnership has a net income of more than 20 per cent 
of its invested capital, the afniated group of corporations will have 
a net income of less than 20 per cent of their invested capital, but 
this fact does not deprive the partnership of the privilege of incor- 
porating and paying the tax as a corporation for the year 1918. 

The partnership upon becoming a corporation in accordance with 
the provisions of the law, and owning 99 per cent of the capital 
stock of the other three corporations referred to above, should, in the 
opinion of the Advisory Tax Board, fille a consolidated return. 

Section 330, Article 933: Election to be taxed as corpo- 1 — 19-188. 
ration. 0. D. 95. 
Partnership net income as contemplated in section 880, paragraph 

8, Revenue Act of 1918, means the net income after deducting saiariea 
of partners. 

Section 330, Article 933: Election to be taxed as corpo- 11 — 19-898. 
ration. 0. D. 928. 
A partnership whose net income for the taxable year 1918 was 

more than 20 per cent of its invested capital may elect to be taxed 
as a corporation from January 1, 1918, only in ease of its reorganiza- 
tion as a corporation before July 1, 1919. There is no authority 
vested in the Tres, sury Department to extend the time within which 
to efFect the reorganization. 

Section 330, Article 933: Election to be taxed as corpo- 
ration. 

(See 11 — 19 — 878; sec. o18(b), art. 79. ) Status of corporation on 
succeeding partnerships in regard to Liberty loan bonds aild Vic- 
tory loan notes originally subscribed for by the partnership. 

Section 331. — VALUATION OF ASSETS UPON REORGANIZATION. 

Section 381, Article 941: Valuation of asset upon 
chiinge of ownership. 

(See 10 — 19 — 865; sec. 8o6, art. 881. ) Valuation of assets where 
merger takes place prior to March 8, 1917& but formal transfer of 
tangible assets is subsequent to that date. 
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Section 331, Article 941: Valuation of as et upon 
change of ownership. 
(See 11 — 19 — 389; sec. 326. art. 531. ) Determination of invested 

capital when property purchased at receiver's sale is purchased by 
creditors and transferred to new corporation. 

Part VII. — Miscellaneous. 

Secticn 335. — FISCAL YEARS EXDIibG IX 1918 OR 1919. 

Section 335. 7-19-310. 
(Also Section 252, Article 1036. ) 0. D. 180. 

Excess profits tax paid by partnership with respect to income 
received during 1918 can not be applied as credit to tax due *om 
individual members for taxable year 1918. In such cases claim for 
refund on Form 46 should be filed by the partnership. 

Section 335, Article 952: Fiscal year of corporation 
ending in 1918. 
(See 6 — 19 — 285; sec. 328, art. 912. ) Application of section 210 of 

the Revenue Act of 1917 and sections 327 and 328 of the Revenue 
A. ct of 1918 to fiscal year returns. 



Title XIII. — GENERAL ADMINISTRATIVE PROVISIONS. 

Section 1309. — AUTHORITY FOR REGULATIONS. 

Section 1309. 15-19-455. 
M. 2228. 

The Revenue Act of 1918 departs widely at many points from prior 
law or practice, and has given rise to new questions of such impor- 
tance, complexity, and number that the resources of the Bureau are no 
more than adequate to advise taxpayers promptly of their present 
liabilities arising out of past transactions. It is impossible to answer 
every question which the invention or ingenuity of the inquirer may 
devise without neglecting the fundamental duty of determining tax 
liability upon the basis of actual happenings. Under these circum- 
stances the administrative necessity is obvious of pving precedence 
over abstract or prospective cases to actual cases rn which the tax- 
payer desires to know what are his immediate liabilities under the 
law. 

It will be the policy of thc bureau not to answer any inquiry except 
under the following circumstances: 

(a) The transaction must be completed and not merely proposed 
or planned. 

(6) The complete facts relating to the transaction, together with 
abstracts from contracts, or other documents, necessary to present the 
complete facts, must be given. 

(c) The names of all of the real parties interested (not "dum- 
mies" used in the transaction) must be stated regardless of who pre- 
sents the question, whether attorney, accountant, tax service, or other 
representative. 

Section 1320. — DEPOSIT OF UNITED STATES EONDS AS SECURITY. 

Section 1320, 8 — 19 — 336. 
0. D. 193. 

Where Liberty bonds are deposited as collateral, as provided when 
a claim for abatement for a loss in inventory is haled (see sec. 214(a), 
12, and sec. 234(a), 14), coupons representinp one year's interest may 
be detached fIom the bonds prior to depositmg them as collateral on 
Form 1124. 

Section 13M. 

(See 21 — 19 — 525; sec. 214, art. 268. ) United States bonds deposited 
as security for claim in abatement. 
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Title XIV. — GENERAL PROVISIONS. 

Section 14DD. — REPEAL OF FORMER ACTS. 

Section 1400, 

(See 19-19 — 409; see. 250, art. 1008. ) The provisions of Revenue 
Act of 1916 relating to three-pear limitation are continued by section 
1400. 
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Section. Arti- 
cle. 

Bulls- Ruling p tin No. No. 

h. 
Abatement claim: 

I. oss in inventory, basis of. . . . . . . . . . . . . . . . . . . . . . . . . . . . ~ 

I oss in inventory, basis second installment tax. . . . . . . . 
Loss in inventory, interest. . . . . . . . . . . . . . . . . . . . . . . . . . . 

Abatement, effect of claim in. 
Accounting, method of 
Accounting period. . 

Different branches same business. . . . . . 
Partnership dfffering from individual. . . . . . . . . . . . . . . . . . 
Partnership — more than 12 months. . . . . . . . . . . . . . . . . . . 

Accounting period, change in. . . . . . . . . . . . . . . . . . . . . . . . . - - . . - 
Accumulation of profits: Corporations. . . . . . . . . . . . . . . . . . . 
Adjustment: Books of corporation — ret, urns. . . . . . . . . . . . . . . . 
Administration: 

Income during period of. 
Losses during period of. 

Administrator: Compensation, taxation of . . . . . . . . . . . . . . . . 
Adinissible assets. . . 
h jgtiated corporations. 

I. iberty bond, exemption of. . . . . . . . . . . . . . . . . . . . . . . . . - 
Stock of subsidiary acquired for cash. . . . . . . . . . . . . . . . . . . 

"Aggregate par value ': Meaning of. . . . . . . . . . . . . . . . . . . . . . . 
Alien: 

Claim for refund. — copy of return. . . . . . . . . . . . . . . . . . . . . . 
Desiring to depart, certificate. . . . . . . . . . . . . . . . . . . . . . . . 
Exemption of, leaving United States. . . . . . . . . . . . . . . . . . 
Net income, nonresident becoming resident during year. 
Presumption, residence. . 
Procedure, collecting from, when departing. . . . . . . . . . . 

Alien Property Custodian: 
Return for corporation. 
Return for individual. 

Ambassadors: 
Income of wives, taxability. . . . . . . . . . . . . . . . . . . . . . . . . 
Members of fauuly, taxation. . . . . . . . . . . . . . . . . . . . . . . . 

Amended returns: 
Inventories not complying with the regulations. . . . . . . 
When accepted. 

Amortization, scope of provisions for. . . . . . . . . . . . . . . . . . . . . . , 
Annuities and insurance policies. . . . , . . . . . . . . . . . . . . 
Anticipated profits: Loss in inventory. 
hpartmcnt: Losses, subletting, deduction. . . . . . . . . . . . . . . . 
Appraised value: Estate, gain or loss. 
Appreciation: Assets on reorganization — ini ested capital. . . 
Assessment: 

Claim for, as personal service corporation, income from 
property ownership. . . 

Corporatiou, high rate of profit, normal invested capital 
Corporation, small invested capital, large income. 
Income compared with invested capital abnormally in- 

creased by sale of assets. . . . . . . . . . . . 
Limitation of tax, sale discovered mine. . . , . . . . , . . . 
Section 210, revenue act of 1917, business liquidated. . . 

Assets: 
Valuation of, merger prior to Mar. 3, 1917, transfer after- 

warlis. 
Valuation of, when defective accounting. . . . . . . . . . . 

Assignees; To liquidate corporation income. . . . . . . . . . . . . . . 
Association. . . . 
Association distinguished from trust. . . . . . . . . . . . . . . . . . . . 
Athletics: Contributions to high school for. . . . . . . , . . . . . . . 
Attorney's fees: Deductibility' when paid by receiver. . . . . . 

214(a) 12 
214(a) 12 

250(e) 
214(a) 12 

212sb3 

212 
218 
218 

212(b) 
220 

234(a) 2 

219 
219 

213(b) 
325 
240 

213(b) 
326 
202 

252 
250 
216 
216 
217 
250 

239 
223 

213(b) 
217 

203 
239 

214(a) 9 
213(a) 

214(a) 12 
214(s, ) 4, 5, 6 

219 
330 

200 
327(a) 
327(a) 

327(a) 
327(a) 
327(a) 

331 
326 
239 

I 
1 

214(a) 11 
214 

266 
266 

1003 
268 

24 
25 
23 

322 
322 
26 

351 
563 

342 
343 

85 
818 
633 

80 
867 

1567 

1036 
1013 
307 
306 
312 

1013 

621 
401 

83 
312 

1582 
621 
181 

47 
263 
141 
343 
932 

1523 
901 
901 

901 
901 
901 

941 
836 
622 

1502 
1504 
251 
111 

3 
6 

13 

194 
275 
427 

23 
22 
8 

16 
11 
16 

541 
536 
197 

72 
166 

462 
383 
459 

18 
3 
2 
1 
9 

13 

488 
205 
154 
66 

342 
429 

5 
9 

6 
2 

231 
78 

248 
343 

269 
169 

1 
1 

11 
1 

64 
59 

383 
137 

1 
1 

14 

15 
15 
15 

135 
119 
441 

10 
14 
6 

365 
440 
280 

3 
1 

192 
6 

2 171 

10 353 

156 
157 
247 
157 
62 
62 
62 

171 
168 
63 

181 
224 

178 
180 
96 

27S 
23S 
87 

302 
46 

258 
252 
162 
160 
164 
253 

90 
164 

55 
234 
140 
76 

156 
124 
180 
307 

13 
303 
304 

305 
305 
308 

278 
287 
325 

6 
5 

151 
109 

Bad debts: Difference between face of note and amount re- 
ceived in compromise. 

Bank: 
Acceptances, withholding. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 
Bonds purchased from Government, listing. . . . . . . . . . . . 
Discount. 
Interest received on bonds purchased from Government 
Purchasing coupons abroad — ownership certificates. . . . 
Returns, when insolvent. 
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214(a) 7 

237 
233 
212 
233 

221(a) 
239 

151 

601 
541 
23 

541 
361 
622 

11 
8 
8 
8 

11 
2 

387 
331 
312 
331 
385 
170 

232 
211 

58 
211 
183 
235 

24 564 126 



INDEX 813 

Section. Arti- 
cle. 

Bulls- Ruhng 
tin No. No. Page. 

Bank stock, tax on. 
Bankruptcy: Returns for bankruptls estate, when necessary. 
Basis for determining gain or loss. . . . . . . . . . . . . . . . . . . . . . . . . 
Beneficiaries: 

I. oss, when not deductible by. . . . . . . . . . . . . . . . . . . . . . . . . 
When income taxed to. 

Board and lodging: Seamen, compensation. . . . . . . . . . . . 
Bequest: Loss on sale of property, acquired by . . . . . . . . . . . - 
Bon'lholders: 

Gain or loss, foreclosed property, exchanged stock new 
corporation. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

Invested capital, foreclosed property, exchanged stock 
new corporation. 

Bonds: 
Claim in abatement. 
Exchange old for new . . 
Foreign government, payable United States to non- 

resident aliens. 
Interest on, foreign countries, taxation. . . . . . . . . . . . . . . . 
Interest on, nonresident corporation, . . . . . . . . . . . . . . . . . . 
Interest on, withholding. 
Porto Rico, inadmissible assets. . . . . . . . . . . . . . . . . . . . . . . . 

Bonuses to employees. 
Borrowed capital: 

Amounts left in busmess. . . . . . 
Securities. . . . . . . 

Briiish Columbia: FormsrresidsntUnited States, residing 
there, collection tax. , 

Brokerage business: As personal-service corporation. . . . . . . 
Building and loan assoczations: When not subject to tax. . . 
Business e'xpsnses. . . 
Business leagues. 

234(a) 3 
219(a) 1 

202 

219(a) 4 
2l9(a) 4 

213(a) 
214(a) 4, 5, 6 

202 

326 

214(a) 12 
202 

213(c 
213(c 

221(aI 
326(c 

214 

325(a) 
325 

250 
303 
231 
214 
231 

566 
341 

345 
345 
33 

141 

1565 

836 

258 
1564 

02 
92 
91 

361 
852 
107 

313 
812 

1002 
741 
515 
101 
518 

297 

5 
1 

18 
10 

255 
69 

475 
357 

21 
25 

I 
1 

13 
6 
1 

525 
580 

16 
47 

417 
277 
125 

20 
12 
19 

516 
410 
499 

8 334 

8 334 

226 
175 
31 

181 
180 
71 

122 

167 
43 

99 
101 
98 

182 
298 
107 

275 
274 

243 
272 
194 
101 
202 

Canners: Reserves anticipated losses climatic cond it. ions . . 
Capital recoverable through depletion. . . . . . . . . . , . . . . . . 
Capital sum recoverable through &isl&rsciation allowances . . 
Capital stock: 

Commissions, sale of, invested capital. . . . . . . . . . . . . 
Issued for nezv or improvements old properties, invest- 

ed capital. . . . . 
Shares distributed to employees, invested capital. . . . . 

Capital stock, bonds, and capital assets, sais of. . . . . . . . . . . 
Casualty company: 

Exemption. 
How construed. 

Cemetery corporation: 
Contribution to. . . . . . . . 
Maintenance fun)1, deduction, . . . , . . . . 

Certidcato of compliance, where procured. . . . . . . . . . . . . . . 
Certfdcates of indebtednoss: 

Conversion of into Victory loan notes, invested capital. 
Exemption of, issued by Philippine government. . . . . . . 
IssuedPby Director General of Railroads. . . . . . . . . . . . 

Car tided copies: Ownership certificates. . . . . . . . . . . . . . . . . . . 
harges, deductible when. 
harges to capital and to expense in case of a mine. . . . . . . . . 

Charitable contrfbutioue. . . 
Board of education of school district incorporated 

by State. . . 
By corporations, not deductible . . . . . . . . . . . . . . . . . . 
Charita&le corporation not yet in operation. . . . . . . . 
Churches . . 
Corporations to provide relief for earthquake suf- 

ferers. 
Council of National Defence. . . . . . . . . . . . . , . . . . . . . . . 
Coupons attached to nontax-free Liberty bonds 

presented to institution. . . . . . . . . . . . . . . . . . . . . . . . 
For purchase public park or recreai ion ground. . . . 
Fund for location of industrial plant . . . . 
Musi". al organizations. . . . . . . . . . . . . . . . . . . . . . . . . . . . 
National Dry Federation. . . . 
Police pension fund . . 
Premiums on life insurance. . . . . . . . . . . . . . . . . . . . . . . . 
Property given to public high-school for athletic 

purposes. . . 
To family cemetery corporation 

Church contributions: Assessments and psw rents. . 
Citizens, departing: Evadiug payment taxes. . . . . . . . . . . . . . 
CITIZENS Ol UNITED STA'I'ES POSSFSSIONS. . 

Status of citizens of United States possessions. . . . . . . . . 
Virgin Islands. 

Citizen, who is. 

214 
214(a) lp 
214(a) 8 

233 

326 
326 

234(a) 2 

231 
234(a) 10 

214(a) 11 
234 
250 

325 
213 
213 
221 
214 

214(a) lp 
214(a) 11 

214(s) 11 
234 

214(a) 11 
214(a) 11 

214(a) 11 
214(a) 11 

214(a) 11 
214(a) 11 
214(a) 11 
214(a) 11 
214(a) 11 
214(a) 11 
214(a) 11 

214(a) 11 
214(a) 11 
214(o) ll 

253 
260 
260 
2(iP 
210 

101 
202 
164 

542 

835 
831 
563 

521 
569 

251 
581 

1013 

818 
?7 
77 

364 
111 
222 
251 

151 
562 
251 
251 

251 
251 

251 
251 
251 
251 
251 
251 
251 

251 
251 
251 

1041 

1121 
1121 

4 

3 187 

1 
13 

391 

120 
431 

1 83 
202 

11 
20 
27 

1 
1 

10 
17 

379 
515 
606 

132 
46 

356 
473 

8 
4 

20 
26 

30 
8 

3 
2 
1 

23 
1 

27 
24 

3 
11 
26 
6 

321 
229 
511 
690 

641 
191 

181 
152 
66 

646 
61 

602 
566 

192 
379 
590 
282 

28 619 

103 
141 
138 

281 

286 
283 
224 

203 
227 

151 
219 
252 

278 
84 
84 

262 
108 
143 
145 

146 
222 
176 
160 

151 
145 

84 
150 
150 
147 
160 
148 
151 

161 
151 
160 
260 
267 
267 
267 

57 
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Iib DEX. 315 

Section. Arti- Bull, Ruling P ge cle. tm N o. c o. 

Corporations — Conti aued. 
Excbsn~g stock for assets partnerships, excess par value stock — invested capital . . . . . . . . . . . . . . . . . . . . . . Family cemeterv. rontributious to. deduction. 
Incorporated )aws oue State taking over corporation 

another — inverted capital. . . . . . . . . . . 
Inmeasing stock and changiag asm~invested capital. P" vments to trustees, cemetery corporation proceeds 

lots. deduction. . 
Purcbising assets defunct corporation — borrowed 

capital. . . . . 
Reorganized. invested capita). . . . . . . . . . . . . . . . . . . . . . . . Rescis. ion of dirddands, repavment — income. . . . . . . . . . 
Salaries, excessive compensation deduction. . . . . . . . . . . . 
Smali invested capital, large taxable income — assess- 

ment section 210, Act of 1917. . . . . . . . . . . . . . . . . . . . . . , 
Succeeding partnerships, subscriber Liberty bonds 

and Victory aotes. 
Withholding in 1918 foreign corporations. . . . . . . . . . . . . . 

Corporations. deductions al)oired 
Corporations credit for foreign taxes . . „. . . 
Corno. ations. proSts of, taxable to stockholders. . . . . . . . . . . . 
CORPORATIONS, TAX OiV. . . . . . . . . . . 

CcrporottoncBable totoz. 
Gains on liquidation assets . . . . . . . . . . . . . . . . . . . . . . 
Pooling interests — par tnerships. . . . 
Trusts as corporations. . . . . . . . . . . . . . . . . 

Coct, average: Valuation ofinveatories on . . . . . , . . . . . . . 
Cost which mav be amortized. . . . , 
Council of National Defense: Contributioui to, deductibility. 
Country Club: Exemptioa of . . 
Coupons: Liberty bonds. presented to institution, deducti- 

bidty. 
County surveyor: Compensation, taxability. . . . . . . 
Creamery company, cooperative. Exemptiou. . . . . . 
Credit for dependents. . . . . . 
CREDIT FOR TAXES (CORPORATIONS) 

Credit for forciyn tazcc 
Conditions of allowance. . . . . . 
Domestic corporation controlling foreign, assess- 

ment against foreign corporation. . 
Imposed, net income corporations. . . 
Imaosed on basis dividends. . . . . 

CREDIT FOR TAXES (INDIVIDUALS) 
Analysis of credit for tozec. . . . 

Foreign income taxes 
Conditions of ottotconcc of crrdit. . . . . . . . 

Foreign income tax — no individual receipt. . . . . . . . 
CREDITS ALLO\VED. . . . . 

Credits against nct income. . . . 
Dividends from corporations exempt . . 
Exemption dividends from normal tax. 

Cycdit for dcpcndcntc. 
American. irrespective of nationality or residence 

of dependentc. . . . . . 
Credit to nonresident alien indiotduolc. . . . 

Becoming citizen or resident during rear. . . . . . . . . . 
Personal czcmption of hend of family . . . . , 

hlen in military service. . . . 
Srhcn aoarcsidcnt iadioidaol mtittcd to personal ex- 

emption . 
Alien leaving prim to end of year. . . , 
Citizens of Switzerland 
Country imposing income tax. bnt uot on income 

therein, nonresident citizen of United States. . . 
Exemption, subJects of Greece. . . . . . . . . 
Proof of foreim laws as to exemption. . . . . . . . . . . . 
Subjects of Luxemburg. . . . . 
Sablects of Poland. . 
T. D. 2922 amending article 30?, Regulations 4o. . . . 
Years to which article 307 applicable. . . . . . . . . . 

Crop Insuraace: Premiums oa, deduction . . . . 
Carrent earnings: 

Available during year — accrued taxes. . . . . . . . . . . 
Capitalization — effect on iavested capital. . . . . . . . . . . . . . 

326 
) 

214(a) 11 

326 
' 

326 

3'26 
330 

201(e) 
214 

327(a) 

213(b) 
221 
234 

238(s) 
220 
230 
230 
230 
230 
230 
203 

214{a) 9 
214i'a) 11 

231(9) 

214(a) 11 
213(b) 

231(ll) 
216 
23S 

238(a) 
238(a) 

238(a) 
238(a) 
238{a) 

222 

222 
j 216; 

216 
216 
216 
216 

216 
216 
216 
216 
216 

216 
216 
216 

216 
2l6 
216 
216 
216 
216 
216 
216 
214 

326 
201(c)(d)(e) 

831 
831 

831 
932 

1541 
105 

901 

79 
371 
561 
611 

1 

503 
503 
503 
503 

1582 
184 
251 
520 

251 
85 

522 
304 

611 
611 

511 
611 
611 

381 
381 
363 
383 

301 
301 
301 
304 

306 
306 
30'2 
302 

307 
307 
307 

307 
307 
307 
30? 
307 
307 
307 
307 
101 

18 
11 

11 
10 

11 
1 

20 
18 

432 
379 

' 

390 l 

365 I 

389 
137 
502 
481 

288 
151 

z80 
278 

219 

282 
307 
25 

105 

11 

10 
16 

3 
1 

3 
1 
8 

11 

26 

12 

28 
5 

3/3 
159 

I 

386 
227 
351 
457 

191 
81 

181 
45 

330 

593 

407 

612 
252 

84 
186 
214 
'232 
181 
193 
193 
209 
193 

5 
47 

140 
145 
202 

84 
95 

208 
160 

232 
188 

237 
2)2 
232 
188 
188 
188 
183 
188 
160 
160 

160 
160 

160 
160 
160 
160 
97 

31 

2 
20 
24 
15 
27 
30 
20 
24 
11 

153 
510 
567 

603 
642 
503 
568 
377 

491 
7 

160 
162 
163 

161 
162 
163 
162 
163 
163 
160 
163 
104 

14 441 304 

D. 
Damagest 

Libel suit, taxaMig. 
«Date of tbe tax return ' — secuad Liberty loan act: hiss- 

ing ol. . 
Deatht Partner during taxable year, retttrns . . . . . . . . 
3)abtor corpotation: Appoiatiag withholding agent, . . . . 

213(a) 

213(b) 
224 
221 

II 
1R 
10 

375 

359 



316 INDEX. 

Section. Arti- 
cle. 

Bulle- 
tin No. 

Ruling 
No. Pager, 

DEDUCTIBLE, ITEMS NOT. . . . . . . . . . . . . . . . . . . . . . . 
Persona! and family ezpensee . . 

Money- received by naval attachds for entertaining. 
Sums paid to wife under marriage agreement. . . . 

Premiums on, business insurance. . . . . . . . . . . . . . . . . . . 
Paid by partnership, accident and health . . . . . . . . . 
Policy taken out by wife, on life of husband. . . . . . 

Traveling expenses 
Employee going to and irom employment. . . . . . . . . 

DEDUCTIONS ALLOWED. . . . . . . . . . . . . . . . . . 
Bonuses to employees 

Stock held by trustee for emplovees. . . . . . . . . . . . . . 
Year deductible, books accrual basis. . . . . . . . . . . . . . . 

Business expenses. 
Canners — perishable food products. . . . . . . . . . . . . . . 
Clerk hire, Member of Congress. . . . . . . . . . . . . . . . . . . . 
Cost of transportation, employee going to and from 

employment. 
Creditor paying premium, life insurance policy 

debtor. . 
Penalties. . . . . . . . . . 
Premium crop insurance. . . . . . . . . . . . . . . . . . . . . 
Taxes, interest on. 

Campensatiop for. personal services. . . . . . . . . . . . . . . . . . . . 
Corporation, excessive salaries. . . . . . . . . . . . . . . . , 
Corporation paying officers nominal salaries and 

percentage profits. . 
Excessive compensation. 
Officers, percentage gross sales. . . . . . . . . . . . . . . . . 
Salaries, etc. , voted after'close year. . . . . . . . . . . . . . . 

Treotmeo, t of e'xeeestve compensation . . . . . . . . . . . . . . . . . . 
Adjustment, salaries, prewar period. . . . . . . . . . : 

Ptrhen charges deductible 
Contingent liability set up one year dcductibility 

another year. . . . . . . . . . , . . . . . . . . . . 
Fees, . receiver and attorneys. . . . . . . . , 
Report master, infringement suit assessing dam- 

ages. 
DEDUCTIONS ALLOWED (CORPORA TIONS). . . . . . 

Attorvabfe deduetione 
American company receiving dividends through 

foreign holding company from American com- 
pany. . 

Amortization when part income irom Govern- 
ment contmct. 

Cash discount, o, ccounts due and payable. . . . . . . . 
Compensation personal services. . . . . . 
Contributions, Red Cross, and other war organiza- 

tions. 
Crop insurance, premium. . . . . 
Dividends foretm corporations, income from 

United States. . . , . . . . . . . . . . . . . . . . . , . . . 
Ptvidends paid in Liberty bonds valued below par. 
flilinois drarnage assessments. . . . . . . . . . . . . . . . . . . . . . 
Interest on premiums sale of stock. . . . . . . . . . 
Inventory loss partncrships succeeding cor poration. 
Losses in inventory and from rebates. . . . . . . . . 
Machinery erected or acquired after Apr. 6, 1917, 

amortization . 
Payments to trustees by cemetery company per- 

centage proceeds sale lots. . . . . . . . . . . . . . . . . . , . . . . 
Penalties added to tax. . . . . . . . . . . . . . . 
Reserve funds to redeem preferred stock. . . . . . . . . . 
Salaries voted subsequent close taxable year. . . . . . 
Taxes, interest on . . 
Taxes paid for another corporation. . . . . . . . . . . . . . . . 

Donotione. . . . . . 
Cont. ribut, iona, religious, charitable, scientffic, or 

educational cor poration. . . . . 
Payments pension fund, benefit employees . . 
Pension fund, employees organization distinct 

from company. 
Required addition to reserve funds of insurance com- 

panies. . . . . . . . . . . z . . 
Casualty companies, how construed. . . . . . . . . . . . . . . 
Rrsrrve to liquidate coupons. r. . . . . . . . . . . . . . . . . 

Sole of capitol stock, bonds and capitol assets . . . . . . . . . . 
Correction books, round discount improperly 

charced to profit and loss. . . . . 
Tor on bonk stock 

Applicability article 566 o corporations. . . . . . . . . . . 
Paid for corporate stockholder. . . . . . . . . . . . 
Trust companies, building and loan association 

and State savings banks, Oregon. . . . . . . . . . . . . . . . 

215 
215 
215 
215 
215 
215 
215 
215 
215 
214 
214 
214 
214 
214 
214 
214 

214(a) 1 

214 
214 
214 
214 
214 
214 

214 
214 
214 
214 
214 
311 
214 

214 
214(a) 

214 
234 
234 

234 

234 
234 
234 

234 
234 

234 
234 
234 
234 
234 
234 

234 

234 
234 
234 
234 
234 
234 
234 

234 
234 

234(a) 10 
234(a) 10 
234(a) 10 
234(a) 2 

234(a) 2 
234(a) 3 

234(a) 3 

234(a) 3 

291 
291 
291 
294 
294 
294 
292 
292 

107 
107 
107 
101 
101 
101 

101 

101 
101 
101 
101 
105 
105 

105 
105 
105 
105 
106 
781 
111 

561 

561 

561 
561 
561 

561 
561 

o61 
561 
561 
561 
o61 
561 

561 

561 
561 
561 

. 561 
561 
561 
562 

562 
562 

562 

569 
"69 

9 
563 

563 
566 
566 
"66 

13 
1 

3 
25 

I 
23 
11 
26 

18 

15 
10 
23 
22 

26 
4 

10 

14 
11 

5 
17 
24 
10 
17 
5 

20 
23 
22 
22 
26 
23 

3 
1 

422 
65 

186 
54 

187 
583 

317 

55 
551 
377 
595 

319 

260 
6 

597 

362 

438 
377 

252 
469 
561 
361 
471 
251 

464 

51o 
551 
537 
34 

595 

229 
164 

165 

262 
96 

166 

344 
302 

159 
159 
81 

159 
160 
160 
160 
159 
101 
101 
107 
107 
107 
101 
103 
104 

101 

104 
241 
104 
247 
105 
105 

105 
220 
297 
106 
107 
273 
108 

109 
109 

108 
214 
214 

221 
104 

160 
28 

112 
214 
155 
154 

219 
241 
221 
108 
247 
214 
222 

224 
225 
226 
225 
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Section Bulle- Ruling P tin No. Ko 

DEDUCTIONS ALLOWED: AhfORTIZATION. . . . . . . . 
Cost tchich may bc amortized . . . . . . . . . . . . . . . . . . . . . T. D. 2859 amending srt. 184, Reg. 45 . . . . . . . . . . 
Rcdctcrmination oj amortimtion allowance. . . . . . . . . . . . 

Claim prior to 3 years after termination wsr. . . . . . . 
Scr~ oj prooicionc for amorticotion. . . . . . . . . . . . . . . . . . . 

Yffect invested capital, deduction, munitions 
manufacturers tax lsw . . . . . . . . , 

Government contracts. . . . . . . . . . . . . . . . . . . . . . . . . . . 
DEDUCTIONS ALLOWED: BAD DEBTS. . . . . . . . . . . 

Rad dcbtc. 
N 0 comnrcmlxe. . . . . . . . . . -. . . . 

DEDUCTIONS ALLOWED: DEPLETIOiV 
Ot pitot rccoxcrabic through depletion altotconcc ia core 

of ti mbcr. 
How detertnined. 

Cupitcl rccoxcrablc through depletion cllotcancc in csee 
oj otcncr. . . 

Amount recoverable 
Charges to capitol and cxpcrccc in case oj miner. 

Cost of expanding business. . . . . . 
Dctcrmtnatiors oj fair market colas oj ti mbci. . . . . . . . 

Amendment of Reg. 45 — T. D. 2916. . . . . . . . . . . . . . 
Dctsvminotum oj guarstfty oj timber. . . . . . . . . . . 

Amendment of Reg. 46 — T. D. 2916 
Oil aad goc tccffc. . . . . . . . . . . 
Oil aud gac rcctfs Diceocc y — proces tract or trace. . . . . . 
Oil ond gac teeth: Proojoj discovery. . . . 

T. D. 2956 amending arts. 220, 220(s), and 221, 
Rex. 45. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . , . . 

DEDUCTIONS ALLOWED: DEPRECIATIOV. . . . . . . . 
Oxptto. ' sum ruoccrablc through tfcprutatioa ottotc- 

a/lcc. . . . . . . ~ ~ ~ ~ i 
Replacement property — speculative value. 

Dcprccsobtc property. . 
Claim — war device 
Orchard, productive stage. . . . . . . . . . . . . . . . . . . . . . . . 
Plant, manufacture beer bottles. . . . . . . . . . . . . . . 

Depreciation. . . . . . . . . . 
Vineyards. after prohibition legislation. . . , . . . . . . . . 

Depreciation o jintongtbfc property. . . . . . . 
Brewers . . 
Definition of intangible propertv 
D isti)lers and dealers in liquors 
T. D. 2929 — modifying srt. 163, Reg. 45. . . , . . . , . . . , 

Dcprccictioo ojpatent or copyright. . . . . . . . . . . . . . 
Acuuired prior to hfar. 1, 1913 — invested capital. . . . 

DEDUCTIONS ALLOWED: INTEREST. 
Jotcrcct. 

Basis of computation, exempt Liberty bonds . . . . . 
Indebtedness, purchase nate= of Victory loan. . . . . . 
Interest and to@ex paid by corporation, construc- 

tion plant. . . . . . . . . . . . 
DED'UCTIOiVS ALLOWED: LOSS IN INVENTORSL 

Claimc. 
Abatement, basis of. . . . . . . . . . . . . . . . . . . . . . . . . . 
abatement, clsun filed, basis second Lustsltment tsz 

Ejjcct ojcloi m in abatement. . . . . . . . . . . . . . . . . . . . . . . . . . 
Bonds. 
Partnership, loss in inventory. . . . . 

Lose in inventory. . 
Anticipated profitx. 
Meaning of" temporary Quctustion". . . . . . . . . . . . . 
Part nf goods 

Locccc ia iaccatory and jrom rebater. . . . . . . . . . . . . . . . . . . . 
Goods ordered 1918, delivered 1919. . . . . . . . . . . 
ln 1919 partnership operated as corporation 191S. 
On part ollnventory. 
Return made fixcst year beginning 1917, ending 

1918. . . . . . . . . . . . . . . . . . . . . . 
Rebater, fore/rom. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

When deductible. . . . . . . . . . . . . . 
DEDUCTIONS ALLOWED: LOSSES . . . . . . . . . . . . . . 

Late ojuccjul roluc. . . . . 
Plants adaptable only for manufacture of beer 

bottles. . 
Vineyards-prohibition lsgL~lst i on. . . . . . . . . . . . . . . . . 

Locdcc. 
Bona fide sale securities . . . . . . . . . . . . . . . . . . . . . . . . . . 
Embexxlement — deductible for what year. . . . . . . . 
Embexxlemsnt — part recovered . . . . . . . . . . . . . . . . . 
Guarantor, sale of bonds. . . . , 
Insurance — how computed. . . . . . . . . . . . . . . . 
Investment, property or securities. . . . . . . . . . . . . . . . . 
103022 o — 22 — 21 

214(s) 9 
214(s) 9 
214(aI 9 
214(a 9 
214(s) 9 
214(s) 9 

214(s) 7 
214(sI 7 
214(s 7 

214(a) 10 

214(a) 10 
214(s) 10 

214(s 10 
214(s 10 
214(s 10 
214(s 10 
214(s 10 
214(s 10 
214(s 10 
214(s) 10 
214(s) 10 
214(a) 10 
214(s) 10 

214(s) 10 
214(s) 8 

214(s) 8 
214(s) 8 
214(sI 8 
214(s 8 
214(sI 8 

214(s 8 
214(s 8 
214(s 8 
214(s 3 
214(8 8 
214(s) 8 
214(sI S 
214(s 8 
214(s) S 
214(a) 2 
214(s) 2 
214(sI 2 
214(s 2 

214(s) 2 

214(s) 12 
214(s) 12 
214(s) 12 
214(s) 12 
214(el 12 
214(a) 12 
214(s 1'2 

214(s 12 
214(s) 12 
214(s) 12 
214(a) 12 
214(s) 12 
214(s) 1'2 

254(a) 12 
214 (s)12 
214(s) 12 

214(s) 4, 5, 6 
214(s) 4, 5, 6 

214(s) 4, 5, 6 
214(s) 4, 6, 6 
214(s) 4, 5, 6 
214(s) 4', 5', 6 
214(s) 4, 5, 6 
214(s) 4, 5, 6 
214(s) 4, 5I 6 
214(s) 4, 5, 6 
214(s) 4, 5, 6 

184 
184 
187 
187 
181 

181 
1S1 

151 
151 

202 
202 
222 
222 
234 
234 
235 
235 
220 

220(s) 
221 

164 
164 
162 
162 
162 
162 
161 
161 
163 
163 
163 
163 
163 
167 
167 

121 
121 
121 

121 

266 
i66 
"66 
26$ 
263 
268 
263 
263 
263 

261 
261 
261 
261 

261 
262 
262 

143 

143 
143 
141 
141 
141 
141 
141 
141 
141 

15 
26 

1 60 

1 53 

18 

18 

Sl 647 

21 

40 
5? 

50 

194 
2i 5 

"1 525 
11 380 

1 64 
12 402 
12 402 

5 251 
17 4?1 
8 323 

'6 614 

2 
6 
6 

13 
18 
4 

190 
150 

149 
279 
273 
420 
482 
218 

291 
52 

190 

8 320 

24 565 
30 640 
15 445 
23 545 

149 
140 
140 
140 
140 
140 

291 
269 
126 
126 
126 
141 

144 
144 

141 
141 
143 
143 
144 
144 
144 
144 
142 
142 
142 

138 
138 
13$ 
131 
130 
13$ 
127 
127 
133 
13$ 
138 
133 
133 
13$ 
13$ 
109 
109 
89 

111 

109 
152 
156 
156 
15? 
157 
15? 
159 
155 
156 
155 
155 
152 
154 
155 
154 

152 
165 
155 
117 
125 

133 
125 
117 
124 
11$ 
126 
125 
123 
124 
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Section. Arti- 
cle. 

Bulle- 
tin No. 

Ruimg Page. No. 

DEDUCTIONS ALLOWED: I OSSES — Continued. 
Loeeee — Continued. 

Residential property, sale of . . . . . . . . . . . . . . . . . . . . . . 
Retirement and salvaging of equipment. . . . . . . . . . . 
Sate property acquired by gift, bequost, devise, 

or descent. 
, Subletting apartment. 

Sbrznkage in eecurities and stock, . . . . . . . . . . . . . . . . . . . . . . 
Accrued losses — short sales. . . . . . . . . . . . . . . . . . . . . . . . 
Decrease market value — insurance company. . . . . . . 
Owned by taxpayer, return by administrator 
Surrender to wipe out operating deficit. . . . . . . . . . . . 

Deductions allowed: Nonresident aliens . . . . . . . . . . , . . . . . . 
DEDUCTIONS ALLOWED: TAXES. . . . . . . . . . . . . . . . . . 

Inberitance faxes . 
Federal estate tax 
Now York State. 

Federal duttee and exdee toxee. . . . . . . . . . . . . . . . . . , . . . . . . 
Wholesale liquor dealers. . . . . . . . . . . . . . . . . 

Taxee. . 
Additional, Act of 1909. . . . . . . . . . . . . . . . . . . . . . . . . . . . 
Federal taxes, transportation, admissions and dues. 
Income taxes, Acts 1913 and 1916. . . . . . . . . . . . . . . . . . 
Income and war-profits tax, foreign country. . . . . . 
Ten per cent tax on undistributed net income of 

corporations. . . 
Taxeefor focatbeneflte. 

illinois drainage assessments. . . . . . . . . . . . . . . . . . . . . . . 
T. D. 2937, modifying art. 133, Reg. 45. . . . . . . . , . 

DEFINITIONS. . 
Personal service cor poration. . . . . . . . . . . . . . . . . . . . . . . . . . 

Freight forwarding business 
Income from property ownership. . . . . . . . . . . . . . . . . 

Personal eerr&tce corporatfotu certain corporations cx- 
clttded. ' 

Income, trading as principal. . . . . 
Income, sanitarium, from housing patients. . . . . . . . 

Personal eerctcce rendered by personal eeroice corpora- 
tion 

Income attribute, ble to stackholdcrs. 
Persons} services rendered by' personal service corpo- 

rations; more than one business„, . . . , , . . . . . " Taxable year, " " Witkbotding agent " and. "Paid" 
Fiscal year corporation orgsnizeh 1918. . . . . 

Delegates from fareign cauntries: Tsxabi! ity income sales 
in Umted States. . . . . . . . 

Delinquency or fraud: Addition to tax for . . . . . 
Depletion, deductions allowed. . . . . . . . . . . . , . . . . . . . 
Depreciable property'. 
Depreciation: 

Effect an invested capital. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 
Depreciation, deducttorn1 allowed. . . . . . . . . . . 
Depreciation of intangible property. . . . . . 
Deprectation af patent or copyright. . . . . . . . . . . . . . 
Descerrt; Lass, sale property acqufred by. . 
Devise: Loss, sale property acquired by. . . 
Diplomaticrepresentatives: Foreign countries, departure of. 
Disclosure of returns, penalties for. . . . . . . . . '. . . . . . . 
Discount: 

Cash, anticipated. 
Inventories, effect of 

Distillers: 
Accumulation 1918 profits. . . . . . . . . 
De preciation, intangible property . . 
Restoration surplus, obsolescence. . . . . . . . . . . . . . . 

Distraint: 
Delinquent estate 
Penalties. 

Distribution, presumption as to source of. . . . . . . . . . DIVIDENDS;. . . . . . . 
Distribution fn 1 tqufdatfon. . . . . . . . . . . . . . . . . . . . . . . 

Excess price of stool; 
Excess value, Mar. I, 1913. . . . . . . . . . . . . 
blade in installments. . . . . . . . 

Dividends . . . 
Distribution to domestic corporation stockholder 

in foreign corporation, no mcome from United 
States. 

Paid one year, actually received next. . . . . . . . . . . . . . 
Repaid to corporation. . . . . . . . . . . . . . . . . . -. -. . ----. . 
Rescinded dividend, repaid income. . . . . . . . . . . . . . . . 

214(s) 4, 5, 6 
214(a) 4, 5, 6 

214(a) 4&5, 6 
214(a) 4, 5, 6 
214(a) 4~5&6 
214(a) 4, 5, 6 
214(a) 4, 5, 6 
214(a) 4, 5, 6 
214(a) 4, 5, 6 

217 
214(s) 3 
214(a) 3 
214(a) 3 
214(a) 3 
214(a) 3 
214(a) 3 
214(a) 3 
214(a) 3 
214(a) 3 
214(a) 3 
214(a) 3 

214(a) 3 
214(a) 3 
214(a) 3 
214(a) 3 

200 
200 
200 

200 
200 
200 

200 
200 

200 
200 
200 

213(b) 
250 

214(a) 10 
214(a) 8 

326 
214(a) 8 
214(a) 8 
214(a) 8 

214(a) 4, 5, 6 
214(a) 4, 5, 6 

250 
207 

234 
203 

220 
214(a) 8 

326 

250 
250 

201 
201 
201 
201 
201 
201 
201 

201(e( 
201(e) 

141 
141 

141 
141 
144 
144 
144 
144 
144 

134 
134 
134 
182 
132 
131 
131 
131 
131 
131 

131 
133 
133 
133 

1523 
1523 
1523 

1524 
IM4 
1526 

1525 
1525 

1526 
1533 
1533 

I63 
167 
141 
141 

1013 
1094 

561 
1583 

351 
163 
840 

1006 
1006 
1006 
1542 

1548 
1548 
1548 
1548 
1541 

1541 
1541 
1541 
1641 

10 
I 

9 
11 
11 

4 

18 

13 
26 

I 

24 
24 

29 
I 

10 
10 
18 

2 
2 

30 

21 
2 

12 
20 

51 
639 

357 
59 

658 
341 
383 

419 
662 

418 
535 
418 
593 

561 
560 

315 
551 

357 
357 
487 

156 
445 
151 

486 
575 
588 

141 
141 
635 

520 
140 
398 
502 

117 

123 
124 
125 
60 

125 
180 
126 
M3 
111 
113 
115 
113 
112 
101 
111 
111 
112 
ill 
188 

111 
112 
112 
112 
13 
13 
13 
13 

14 
14 
15 

15 
15 
15 

90 
241 
141 
130 

288 
127 
133 
138 
122 
122 
252 
265 

221 
56 

181 
133 
290 

248 
249 
249 

26 
16 
31 
79 
79 
80 
16 



Arti- Bulle- 
cle. [ tin No 

Ruling 
No. 

I 

DIVIDENDS — Continued. 
Dtcidsstds — Centinued. 

Subsidiary to porcnt corporation. . . . . . . . . . . . . . . . 
When stock increased, ~~e of checks 
When payments not subject to formal declaration 

Dfsidcnds paid in frropcrty . 
Bsu'- paying m stocl- of beni- or trust company. . . 
Liberty bonds, value below pzr deduccion. . 

Presumption cs to source ofdistrfbutfon . = 
Al! ocation of dividends . . 
Elf~ of 60-day provision . . . . . . . . . . . . . . . 
Meaning of 

"first 

6 days" . 
Paid first 60 dave 1918. . . . . . . . . . . 

Sole of stocks rsrsited os dividends 
Method of determining profit . . . . . . . . 

Stock dividends. 
Capitalization, current earrings, surplus. . . . . . . . . . 
Effect of 
Surplus, capitalization, "goad will". . . 

Domestic corporation affiliated with farci' corporation. . . . 
Donations. . 
"Due and payable": Meaning of 

Due date '. Meaning of 
Duties, Federal and excise taxes 

E. 

Earnfnns: A. pportionment of, inventery. 
Education: Contribution to board of. . . . . . . . . . . . . . . . . . 
Election to be taxed as oorporation. . . . . . . . . . . . . . . . 
Embexzlement: 

Losses from 
Restoration of psst 

Employees: 
Bonuses 
Federal reserve banks, compensation. . . . . 
ytonrcsident alien, exemption. . . . . . . . . . . 
Of Stzte, definition. 
Salaried, expenses . 
Stock in escrow. . 

Emplover duty of, to determine status of employee 
ESTATES AND TRUSTS. . . 

Decedent'scstats dunuyadmisistrotion. . . . . . . . . . . . . . . . . . 
Distributive share, personal service corporation. 
Profits and losses before er after decease. . . . . . . . . . 

Estates and truCk 
Ancilhry executor. 
Income, sale securities . . . . . . . . . . . . . . . . . . . . . . . . . . . 
Income, fund held by city ior charity. . . . . . 
Income to be paid to exempt associction organizing. 
Payments by executor for estate, personal funds. . 
Returns, bankrupt . . 
Same trrtstee, vs~eral trusts. . . . . . . . . . . . . . . . . . . . 
Trust, not association when. 

Ertotcv Cad trurt s tered IO beasifrixrfSS. . . . 
Distributable income oi trusrs . . . . . . . . . . 
Losses deductmns by bcneficisries . 

Estates o4 trusts taxed to ftducbry. . . 
Income not paid or credited to beneficiary . . 
Income payable m discretion trustee. 

Irxidsncc of tox on estate or*est. . . . . 
Trustees, sellmg assets oil company 

Estate inx, Federal: Deductibdlity. . . . . . . . . . 
Excess tax, wfthhejti, release of. . . . . . . . . . . . . . 
Excessive compensatn&n, treatment of. . . . . . . . . . . . . . 
Exchange of property, determination of gain or loss from. . 
Exchange of property and stock . . . . . . . . . . . . . . . . . . . . . . . 
Exchange of stock for other stock of no greater oar value. . . . 
Excise taxes: 

Additional, corporation. 
Wholesale liquor dealer. . 

Executor: 
Amounts paid out of personal funds, when income to 

estate. . . . . . . . . . . . . . . . . . . . . . 
Compensatcon of, exsmpthn. . . . . . . . . . . . . . 

Exempt organizations: Gifts to will or trust. . . . . . . . . . . . . 
EXEMPTION6, CONDITIGbfAL AND OTHER 

Bwthiiny and tcenszssoctetions 
When not subject to tax. . . . . . . . . . . . 

Busifzsss fcoguss . 
Navigatton association. . . . , . . . . . . . . . . . . . . . . . 

2(fi(e) 
201(e) 
20Re) 

201 
201 

201 
201(c)(d)(e) 
201(c)(d)(e) 
201(c)(d)(e) 
201(c)(d)(e) 

249(c) 
234 

212(b) 
214(a) 3 

212 
214(a) 11 

330 

214(a) 4, 5, 6 (::-: 214(a) 4, 5, 6 
214(a) 4, s, 6 

214 
213(a) 
221(a) 
213(b) 

214(a) 1 
214 
217 
219 
219 
219 
219 

219(a) 4 
219(a) 1 
219(a) 1 
219(a) 1 
219(a) 1 
219(a) 1 
219(s) 1 
219(a) 1 
219(a) 1 
219(a) 4 

219(a) 4 
219(a I 4 

219 
'219 
219 
219 
219 

214(a) 3 
221 
214 
292 
202 
202 

214(a) 3 
214(a) 8 

219(s) 1 
213(b) 

219(a) 1 
231 

1541 
1541 
1541 
1544 
1544 
1544 
1542 
1542 
1342 
1542 
3 542 
1547 
154 

1545 l~ 
1545 
636 
562 
845 

182 

141 
141 
141 

107 
32 

361 

292 
107 
315 

343 
848 
343 
341 
341 
841 
341 
841 
341 
341 
341 
341 
345 
345 
345 
342 
342 
342 
344 
344 
134 
372 
106 

1664 
1566 
1567 

131 
182 

515 
515 
518 
518 

5 
17 

6 
1 
1 

1 
1 

11 

12 
10 

6 
6 
8 

1 
1 
7 

!6 
8 
8 

1 
11 
23 

3 
14 

1 
7 

26 
10 

1 
5 

16 
11 

18 

529 
f 

243 
469 

9 
8 

7 

3 

411 
355 

211 ' 

321 

279 
243 
VIII 

2I 
298 

71 
883 
547 
547 
198 
433 
511 
70 

297 

69 

462 
382 

337 
419 

418 
216 

19 
24 
16 
28 
28 

26 
28 
28 
27 
26 
30 
30 
28 
29 
29 
28 

237 
222 
296 
65 

112 

62 
146 
307 

118 
125 
118 

107 
71 

182 
96 

101 
107 
165 
175 
1% 
180 
150 
190 
190 
175 
91 

175 
180 
175 
175 

5 
180 
180 
le 1 
176 1" 
176 
LO 
53 

115 
1/A 
107 
30 
44 
44 

ill 
112 

17o 
96 

175 
193 
194 
194 
203 
202 
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EXEMPTIONS, CONDITIONAL AND OTHER — Con. 
Cooperatioe aeeoctaMone. . 

Association to market product of members. . . . . . . 
Cooperative creamery company. . i. . . . . . . . . . . . . . . . 
Cooperative store managed by university. . . . . . . . . 
Incorporated fruit groivers' union . . . . . . . . . . . . . . . . 

Aru tuel insurance companies and like organizatfone. . . . . 
Automobile owners' association. . . . . . . . . . . . . . . . . . . 
Casualty company. . . . . . . . . . . . 
Company or association qualiYied as "like organi- 

zation, " "purely local character". . . . . . . . . . . . . . 
Irrigation ditch company associations. . . . . . . . . . . . . . 
Mutual health and accident. . . . . . . . . . . . . . . . . . . . . . . 
Mutual liability insurance company. . . . . . . . . . . . . 
Tmvelers' association. . . . . . . . . . . . . . . . . . . . . . . . . . . . - 

Pioof of ezemptton. . 
Character of corporation, how judged. . . . . . . . . . . . . 
Earnings railroad company paid charitable institu- 

tion. . 
Theater operated by trustees. . . . . . . . . . . . . . . . --. - ~ 

Reliytous, cbaritabte, ecienttjzc, and educational corpora- 
tions. 

Corporation conilucting educational institution. . . . 
Day nursery corpora1ion. . . . . . . . . . . . . . . . . . . . . . . . . . . 
Educational institut, ion. . . . . . . . . . . . . . . . . . . . . . . . . . . . 
Meaning of "private". . . . . . . . . . . . . . . . . . . . . . . . . . - -- 

Social clubs. . 
Club formed for meeting place for members, etc. . . 
Country club. 
Political club. . . . . . . . . . . . . . . . . . . . . . . . 

Exemption from withholding. . . . . . . . . . . . . . . . . . . . . . . . . . . 
Exemption, proof of. . . 
Expenses, traveling. 
Extension of time in case of person abroad. . . . . . . . . . . . . . . . . 

F. 

231 
231 
231 

231 
231 
231 
231 
231 

231(12) 
231(12) 

231(12) 
231(12) 

231 
231 
231 
231 
231 

231(9) 
231(9) 
231(9I 

221 
231(12) 

215 
227 

622 
622 
522 
522 
522 
521 
521 
521 

521 
521 
521 
521 
521 
511 
511 

611 
511 

517 
517 
517 
517 
517 
;&20 

520 
520 
520 
363 
;)11 
292 
445 

1 
8 
1 
1 

84 
330 
90 
89 

1 
26 
1 

14 
1 

82 
694 
87 

437 
88 

8 328 

8 329 
29 630 
23 548 
8 329 

162 
1 81 

20 513 

25 686 
1 83 

206 
206 
206 
193 
194 

193 
194 

199 
199 
202 
201 
199 
202 
203 
202 
203 
184 
193 
159 
191 

"Fair market value": Definition of. . . . . . . . . . . . . . . . . . . . . . . . 
Farmor: 

Books on accrual basis. 
I'se of Form 1040F. . . . . . . , . . . . . . . . 

Federal estate tax: Deduction. . . . . . . , . . . . . . . , . . . . . . . . . 
Federal reserve agents and assistants: Coinpensation of, 

taxation. 
Federal reserve bank: Stock, inadmissible assets irhen. . . . 
Fiduciaries: Compensation of, taxability. . . . . . . . . . . . . . . . . . 
FIDUCIARY RETURNS. 

Fiduciary returns. . . . 
Fiduciary also beneficiary. . . . . . . . . . . . . . . . . . . . . . . . . 
Nonresident alien beneficiary, Form 1040. . . . . . . . . 
Trustees in bankruptcy. . . . . . . . . . . . . . . . . . . . . . . . . . . 

Return for nonresident beneftcfary. . . . . . . . . . . . . . . . . . . . . . . 
Ancillary executor 

Fire relief certificates: Minnesota, taxability interest. . . . . . . 
"Firs160 days of anj taxable year". Cons1ruction of. . . . . . 
"First taxable year ': Meeting of. . . . . . . , . . . . . , . . . , . . . . . 
Fiscal year: 

Corporation organized 1918. . . . . . . . . . . . . , 
Established. , partnership making return for more than 

12 months. 
Inventory loss. 

Fiscal year corporation: 
Computation of tax by, Government contract. . . . . . 
Incoine, Government contracts. . . . . . . . . . , . . . . . . . . . . . . 

FISCAL YEARS ENDING IN 1913 OR 1919. . . . . . . . . . . 
Eiecal year ojcorporation endfng tn fyf3. . . . . . . . . . . . . . . . . 

Application sec. 210 (1917), sec. 327 and sec. 328 
(1918). . . . . . . . . . . . . . . . . . . . 

Section 335 (c): 
Claim for refund by partnership. . . . . . . . . . . . . . . . . . . 
Excess profits tsx paid by partnership 1918. . . . . . . 

Ieixcd or determinable, annual or periodical income. . . . . . . 
Flying instructor: Compensation, War Department 
1&'orcign corporation: 

Amounts paid to, orders for export. . . . . . . . . . . . . . . . . . . . 
Dividends from, taxability. . . 
Nonresident, bank acceptances. . . . . . . . . . . . . . . . . 
Payment to nonresident, royalties . . . . . . . . . . . . . . . . 

I'oreign corporations, gross income of. . . . . . . . . . . . . . . . . . . . . . 

202 

212(b) 
213(a) 

214(s) 3 

213(a) 
325(a) 
213(a) 

225 
225 
220 
225 
225 
225 
225 
213 

201(e) 
200 

218 
214(a) 12 

301(c) 1 
301 
335 
335 

335 

835(c) 
335(c) 

221 
213(b) 

237 
234 

201(e) 
237 
237 
233 

1564 

24 
38 

134 

32 
515 
32 

421 
421 
421 
421 
425 
425 

74 
1542 
1533 

1533 

322 
261 

&14 
715 

952 

952 

362 

601 
561 

1541 
601 
601 
550 

6 
18 
13 

268 
476 
419 

27 
118 
178 

10 
1 
7 

360 
79 

297 

23 
1 
1 
1 

547 
42 

8 
3 

3 
3 

19 ' 
193 

113 
517 

6 

7 
7 

310 
810 

3 183 

2 
5 

21 
11 
7 

16& 
252 
620 
387 
303 

19 494 

59 
71 

115 

71 
278 
68 

190 
190 
190 
190 
175 
190 
190 
83 
27 
15 

15 

168 
152 

268 
271 
309 
309 

309 
309 
184 
97 

232 
160 
20 

232 
230 
213 
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Foreign government: 
Income Americaa citizens, from. . . . . . . . . . . . . . . . . . . . . . . 
Income nonresident aliens, obligations of. . . . . . . . . . . . . . 
Taxes imposed by, credit for. . . . . . . . . . . . . . . . . . . . . . . . . 

Foreign governments, income of. . . . . 
Poreign income tax lswst Pmot of. 
Foreign items: Form 1001 A — domestic corporation doing 

no business in United States. 
Foreign legationst CompetLnttion paid to citizen or resi- 

dent by 
Foreign securities: yqlthhofdlng — Identity ofinterest. . 
Foreign taxes credit for 

N o fndivitfusl receipt 
P orm 17: Notice of tax 
Form 211 Demand lor psytnent of tax. . . . . . , . . . . . . . . . . . . . . 
Form 751: Use of 

orm 1000: Nonresident aliens — »dthholdin z. . . . . . . . . . . . . 
orm 1040: Use by trustees 

Form 1040P: Use of, farmers. 
Form 1078: 

Effect of alien fifing. . . . . . . . . . . . . . . . . . . . . 
Employees signing new form. . . . . . . . . . . . . . . . . . . . . . . . . . 
Execution of. 
Record of. . 
Refund on filing. 

Form 1087: Disclosure on — stock dividend . . . . . . . . . . . . . . 
Form 1096i Appficsbillty section 316, Revised Statutes. 
Form 1099: 

AppficsblHty section 3167, Revised Statutes. . . . . . . . . . . 
Payments nonresident alien par tnerships. . . . . . . . . . . . 

Form 1115: Refund on filing. . . . . . . . . . . . . . . . . . . . . . . . . . 
Fraud: Execution tax receipts. . . . . . . . . . . . . . . . . . . . . . . , . . . . . 
Freight forwanhng business: When not personal service 

corporation. 
Fruit growers' union: E xemption of. . . . . . . . . . . . . . . . . . . . . . 

213(s) 

216 

31 
92 
92 

611 
83 

307 

2SO(e) 
250(e) 

252 
221 

219(a) 1 
213(a) 

221 
221 
217 
221 
217 
217 
256 
256 

95i6 
217 
251 

231(11) 

83 
361 
611 
383 

1007 
1007 
1036 
365 
341 
38 

372 
363 
315 
363 
315 
315 

1076 
1GI1 

1071 

( 315 
1021 

t 

256 10 3 

1 
1 
1 

31 

9 
18 

12 
8 

3 
18 

3 
2 
1 
4 
3 

15 
5 

18 

18 
1 

15 
n 

32 
16 
47 

230 

407 
408 
40S 
333 
225 
198 
476 

196 
158 
68 

224 
196 
447 
263 
4S9 

489 
110 
447 
332 

67 
9lj 

101 
232 
90 

162 

262 

90 
183 
232 
188 
249 
249 
258 
188 
175 
71 

165 
184 
165 
184 
165 
165 
261 
261 

261 
261 
165 
255 

13 
208 

GAIN OR LOSS, BASIS FOR DETERMLn ING . . . . . 
Basis fcr determining gain or lossfrom safe . 

Claim by estate against individual, business, or 
Government organization. . 

Inventories goods acquired prior to Msr. 1, 1913. . . 
Manufactured property . . . 
Sale of homestead 
Sale of stock 
Sale of stock received as dividend. . . . . . . . . . . . . . . 
Short sales of stock 
Value ss ofhfar. 1, 1913, how estabfished . . . . . . . . . . 

Deter mt nation of gain or loss from ezeha age cf property . . . 
Bonds for capital stock . . 
"ieair market value" — definition of. . 
Old bonds for new issue 

Peterminattcn of gain or tcssfr«m ~squint sale. . . . . . . 
h(eaning of " or" tn pllrase "stock or 

securities�" 

Ezehange for di gereat kinds of property 
Bond holders purchasing at foreclosure, transfer- 

ring property to new corporation for stock . . . . . . 
Old bonds for new of company. . . . . . . 

Exchange of property and stack . . . . . 
Distribution by subsidiary to parent corporation— 

when taxable . . . . . . . . . 
T. D. 2924, modifying art. 1566, Reg. 45. . . . . . . . . . . . 

Ercha nge of stock for other stock of nc greater par actus. . . 
Af eaning of "aggregate par value". . . . . . . . . . . . . 
hiultiphcstion of shares . . . . . . 
T. D. 2924, modifying srt. 1667, Reg. 45. . . . . . . . . . . 

Eeadj ustment of partnersht p tntercsts. . . . . . . - . . . . . . . . . 
Basis for taxation ihstrlbution in securities, of 

profit investment account . . . . . . . . . . . . . . . . '. . . . 
Gain or loss, sale securities, how determined . . . . . . . 

Bale of property acquired by gift or beqnest . . . . . . . . . . . . . . . 
Appnusal ofstocl', court appraisers. . . . . . . . . . . . . . 
Securities held in trust. . . . . . 

GENERAL DEFINITIONS. . . . . . . . . . . . . . . . . . . . . . . . . . . . 
h ssoeia ticns. 

Colocators of mining clause. . . . . . . . . . . . . . . . . . . . . . . . 
Distinguished from partnership. . . . . . . . . . . . . . . . . . 

Assoriation distinguished from trust. . . 
Trust, when taxed as association. . . . . . 
Under Act of 1913. 

202, 'ej 1 

202 
202 
202 
202 
202 
202 
202 
202 
202 
202 
202 
202 
202 
202 
2'32 

202 
202 
202 

202 
202 
202 
202 
202 
202 
202 

202 
202 
202 
202 
202 

1 
1 
1 
1 
1 
1 
1 

1561 

1561 
1561 
1561 
1561 
1561 
1561 
1561 
1561 
1564 
15G4 
1564 
1564 
1568 
1568 
1565 

15G5 
1565 
1566 

15e6 
1566 
1567 
1567 
1567 
1567 
1570 

15r0 
1570 
1562 
1552 
1562 

1502 
150'2 
1502 
1504 
1504 
1504 

1 
5 
1 

17 
19 
30 
24 
1 

6 
19 
25 

10 
12 
21 

10 
10 

13 
13 

10 
27 

2ll I 
10 

4(0 
493 
634 
558 

igs 

267 
494 
550 

334 
) 

837 
198 

414 
414 

851 
609 

31 
31 

37 
35 
3. " 
31 
3n 
30 
60 
37 
39 
39 
40 
43 
46 
46 
43 

48 
c 46 

88 
88 

175 
5 
5 

5 
5 
E 
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GENERAL DEFINITIONS — Continued. 
&Iooornment con tract. 

Entered into 1917, subsequently amen'ded. . . . . . . . 
ipor cars, use oIraflrosds under Federal control . . . 
Goods and services at epensnarket prices as Gov- 

ernment contracts 
Knights of Columbus, Young Men's Chris'tian' 

Association, &snd American Red Cross. . . . . . . 
. Terat. otonenrhl p an&i+tnt agoenture. . . . . . . , . . . . . . . . . . . . 

Corporations — not partners . 
Limited pastnsrsht p as cor poratlan. . . . . . 

Pennsydvsnls snd Midhigsn limited 'partnershfps 
ss corporations 

Virginia partnership associations. . . . . . . . . . . . . . . . . . . 
Ltmfte&t partnership as partnership. . . . . . . . . . . . . . . . . . . . . ' 

Taxation of, 1913 snd 1916 Aots — Mfssissfppi. . . . . - 
Qift: Loss sale of property acquired by — deduction. . . . . . . . ' 
Gifts and (sequests. . . . . 
Goods: Inventory of-osotxecefved nntff sftercfose of year . . 
Good will: 

Crested te offset impaired capital. . . . . . . . . . . . . . . . . . . . . . 
Stock dividend based on exemption. . . . . . . . . . . . . . . . . . 

Government contracts, computation of tax on income from. . 
Greece: Subjects of, nenresident. in United States, personal 

exemption . . 
GROSS INCOME DEFINED (CORPORATIONS). . . . - 

Gross lncame. . . . . 
Bonds subscribed. for, no default, returns. . . . . . . . 
Corporation ln liquidation. . . . . . . . . . c. . . . . . . . . . . 
Corporation owning interest in foreign partner-' 

ship 
Dividends from foreign corporations . . . . . . . . . . . . . . . 
Excess Government bonds purchased by bank 

over subscriptions 
Gains, sale corporate assets with view to'fiqutdation. 
Interest or profits, installment life insurance. . . . . . . 
Interest received by bank, Govern&cent 'bond' 

accounts. 
Invested capital snd net income of telephone com- 

pany, how computed. . . . . . . . . . . . . . . . . . . . . . . . . . 
Public-utility corporation charging interest on. 

company's funds used tempersrily. . . . . . . . . . . . . 
Return of telephone company for 1918. . . . . . , . . . . , . 
Bale before company incorporated. . . . . . . . . . . . . . 
Telephone companies, Government central. . . . . . 

Gross l neo me of corporation. ln Lt&tutdatton . . 
Returns ol. . . ' 

Gross income offorei&&n corporations. . . . . . . , . . . . . . . . . . 
Mail-order business. 
United States citieen abroad sgen't, assigning 

commissions to foreign corporation . . 
Gross income of Life insurance companies. . . . . . . . . . . . 

Premiums — dividends. . . . . . . . „. . . . . . . . . . . . . . . 
T. D. 2899. . . 

Sate of capital stock. 
Commissions paid on. 
Exchange of — income or surplus. . . . . . . . 

GROSS INCOME DEFINED: EXCLUSIONS. . . , . . . . . 
Compensation of soldiers and sailors. . . . . . . 

Civilian, American Expeditionary Forces. . . . . . 
Civilian flying instructor. . . . . . . . . 
Employees, Commission on Training Camp Activ'1- 

ties. . . . . . . . . . . . . . . . . . . . . . 
From Spruce Division. . . . . . . . . . . . 
Marine sea training bureau. . . . . . . . . . . . . . . . . . . . . . . 
Partner'in military service turning over compensa- 

tion to partnership. 
Personal exemption and. $3, 500 salary exemption. . . 
Years oec. 213 lb) 3 applicsbie. . . . . . . . . . . . . . . . . . . . 

Compensation of Shots o&f&cers. . . . . . . . . . . . . . . . . . . . . . . . . 
Administrators, executors, and teurporsry court 

appointees. 
County surveyor. 
Engineer, sew'erege comm)asian. . . . . . . . . . . . . . . . 
Fees of'State witnesses. . . . . . . . . . . . . . . . . . . . . . . . . . . . 
Recipient, nonresident alien. . . . . . . . . . . 
Salaries and wages. 
Balance, teachers. 
Virginia Debt Commission. . . . . . . . . . . . . . . . . . . . . . . . 

Gaits and:he&frosts . . 
Actual or merelycolossble. . . . . . . . . . . . . . . . . . . . . . 
Bonus by State, soldiers snd sailors. . . . . . . . . . . . . . . 
Transfer to member of family or other person in 

confidential relation. . . . . . . . . . . . . . . . . . . . . . . . . . . , . 

1, 
1 
1 

I 
1 
'I 
1 
1 
1 
1 
1 

214(s) 4, 5 8 '2h 
214(s) 12 

326(s) 8 
201(o)(d)(e) 

301(c) 1 

233 
233 

. 233 

238, 
233 

' 

238: 
233 

' 

233 
233 
233 
233 

213(bI 
. 213(b 
213(b) 
213(b) 

. 213(b) 
213(b) 
213(b) 

213(b) 

213(b) 
. 213(b) 
213(b) 

213(b 
213(b 

1510 
1510 
161$ 

$650 
1507 
1507 
1500 

1506 
1606 
1505 
1505 
141 
73 

. 261 

838 
1645 
714 
307 
307 

541 
541 
541 

541 
541 
541 
541 
547 
547 
550 
550 

550 
549 
549 
549 
542 
542 
542 

86 
66 
86 

86 
96 

85 
85 

85 
85. 
85 
85 
85 
73 
73 
73 

21 

17 

867 
. 694 

488 

139 

501 
857 

121 
368 

33 
15 
21 

23 

523 

514 
514 

391 

1 
11 
29 

41 
183 

39 
376 
613 

182 
184 
525 

1$ 
1 

9 
18 
3 
4 

16 

459 
45 

582 
338 
497 
179 
. 214 
460 

8 331 

15 449 

10 
13 
11 

10 

I8 
9 
0 
9 

9 

8 
8 

122 
88 

154 

290 
2$ 

26$ 
162 
163 
209 
209 
211 
209 

212 
20 

211 
209 
211 

212 

212 
212 
80 

212 
213 
213 
213 
213 

213 
213 
213 
213 
'2l3 
281 
300 

81 
97 
97 
97 

97 
98 
9$ 

97 
97 
98 
93 

96 
90 
96 
67 
90 
93 
93 
95 
83 
83 
83 

!tg 
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QROBS INCOME DEFINED: EXCLUSIONS-Con. 
Income of foreign Gooernmcnts. -. . . . . . . . - . . . --. -. -. . . 

Compensation services rendered foreign legation 
by citizen or resident . . . 

Officers of foreign Go~ernments entlt!ed to tax 
exemption . . 

Taxability, income delegate of foreign country. . . . 
TaxaMity, income wives, foreign smbsasadom, 

ministers, snd their subordinates. . . . . . . . . . . 
Income of Stater. . 

City — water light, power, snd hest company. . . . . . 
Property vrfUed in trust to municipality, public 

charity. 
Railroad constructed by township and county— 

leased. 
Irttcrest upon State obligatforu 

Pire relief certjficates State of Minnesota. . . . . . . 
Profits — purchase st tax sale . . . . . . . . . . . . . . . . . . . . . 

Interest upon United States obftyattoru. . . . . . . . . . . . . . . . . 
Bank — interest from customers — account Ia 

bonds. 
Certificates of indebtedness, Director General of 

Railroads. . 
Exemption, interest, bonds V ar Finance Corpora- 

tion 
Exemption, ceitfficatjn of indebtedness, Philippine 

Government. . 
Gift to institution. 
On Liberty bonds, coupons disposed of by gift. . . . . 

Lfberty band ezcraptioa after Dec. 8l tgt8. . . . . . . . 
h%1!ated corporations consoli/ated return . . . . . . . 
Bank, "original subscriber" 
Computation exempt interest. . . . . . . . . . . . . . . . . . . . . 
Conversion Victory notes — T. D. 2865. . 
Cost o' bonds, admissible assets. . . . . . . . . . . . . . . . . . . . 
Exempt interest, amount of bonds changing during 

year . 
Liberty bond snd Victory note exemption — T. D. 

2836. 
Ifbcrty bond czcmp&on from surtaz and ussr profile 

and ezceu profjts taz fn f918. . . . . . . . 
hfeaning of "date of the tax return "— second LiIj- 

erty loan scl, supplement. . . . . . . . . . . . . . . . . „, . . . 
Pan acr~ p —" ong inal subscriber "— reorganizing 

ss co;poration. 
Proceeds of i juuraoce. . . . . 

Paid to s ~ip 
What secluded from gross income. . . . . . . . . 

amount received by clergyman from parish. . . . . . 
Money received by nave! attachjis to be expended 

for ejntertaiu(rjg. 
QEOSS INCOME DEFINED: INCLUSIONS. . . . . . . . . 

Annuttics aad fruurjracc policics. . . . . . . . . . . . . . . . . . . . . . . 
AVhen individus! liable for tax . . . . . . . . . . . . . . . . 

Compensation for loss 
Taxpayer electing to replace property. . . . . . . . . . 

Comtjeosaetonfor personal sendces. . . . . . . . . . . . . . . . . . . . . 
Federal reserve agents. and s — istsnts . . . 
Receivers, trustee, or similar fiduciary . . 

Comljcasatios paid other thos in cash. . . . . . . . . , . . . . . . . . 
Board and lodging, seamen . . . . . . . . . . . . . . . . . . . . . . . 

EJam pier of cjmstractl r j i'ccct pt. . . . . . . . 
Donation by assignment partnership profits to be 

earned. . 
Gross income from bustscrs. . . . . . . . . . . . . . . . . . . 

Inventones, effect cash discounts on purchases. . . . 
Gross income of farmers. 

Inventory of lsrmers. 
Use of 1040F. 

ftcplaccmeat freud for losses. . . . . . . 
Owner requisdioned tug, bnying barge . . 
Property tskeu by Government substcntia! ly dif- 

ferent 
Sale of good tofff . 

Contemporary sale of stock, bearing on ~slue. . . . . 
Sale of personal property on fruozllmcru plan. . . . . . . . . . 

gversge percentage, gross profit. . . . . 
C. O. D. snd "wf)1 call" sales. 
Car~oration reporting profit cash end mrstafj 

Procedure, change method of report m 
Ba!c on, secured by notes 
Bale on, as " preferred profit". . . . . . . 
Shares of stock . 

213(b) 

213(b) 
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203 
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213(s) 
213(a) 
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?13;, a) 
213(s) 
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84 
74 
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77 

j7 
j7 

79 
72 
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47 
47 

49, 50 
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'32 
32 
82 
33 
33 
54 

42 
42 
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42 

624 
315 

28 

14 

612 
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433 
) 

434 
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42 
611 ! 

10 

1 
3 
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2 
8 
1 
6 
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46 
181 
181 

171 
2 1 
40 

2I2 
40 
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16 
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18jt 

178 

475 
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18 

505 

610 

268 
476 

1 
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35 
313 
212 

gfij 

11 875 

373, 

270 ' 

9'1 

90 

90 
91 
a3 

91 

92 

83 

'4 

85 
87 
j8 
89 
87 
99 

'4 
:2 
"1 

:1 
s2 

81 
65 
76 
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8 
68 

1 
ji8 
71 
71 

80 

56 
71 
o9 
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77 
77 
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75 
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GROSS INCOME DEFINED: INCLUSIONS — Con. 
Sa le o j real ecto te in lots . . 

Before development work completed. . . . . . 
Sale vf real estate involving deferred payments. . . . . . . . . . . . 

Where notes can not be discounted. . . . . . . . . . . . . . . . 
Sate of stock and rights. . 

Hale of right to subscribe. . . . . . . . . . . . . . . . . . . . . . . . . . . 
If'hat included in grove income . . . . . . . . . . . . . . . . . . . . . . . 

Amount received contracts in excess of amounts 
agreed on. 

Compensation teachers in Hawafi. . . . . . . . . . . . . . . . 
Comndssions advanced advertising solicitor. . . . . . . 
Compensation from Spruce Division, person in 

military service. . . . . . 
Damages — libel suit. . . . . . . . . . . . . . . . . , . . 
Dividends illegally declared, repaid. . . . . . . . . . . . . . . . 
Domestic corporations dividends from foreign 

corporation under 191'f Act 
Excess amount received from Red Cross. 
Fees, State witnesses. . . . . . . . . . . . . . . 
Income American citizen foreign government. . . . . 
Income from trust received by beneficisry also 

trustee. . . . . . . . . . . . . . . 
Interest — banks, liberty loan bond subscribers. . . . . 
Amount swarded in infringement suit . . . . . . . . . . . . 
Involuntary sale, profits. . . . . . . . . . . . . . . . . . . . . . . . . . 
Noninterest bearing warrants issued by subdivision 

of State . 
Profit goods sold by consignee. . . . . . . . . . . . . . . . . . . . . 
Sale war savings stamps at appreciated value. . . . . " State" — meaning of. . . . . . . . . . . . . . . . . . . . . . . . . . . . 
Taxability — loans by banks liberty bonds for cus- 

tomers . . 
Voluntary repayment dividends to corporations. . 

It'hen ir eluded in gross income. . . . . . . . . . . . . . . . . . . . . . . . . . 
Distribution in excess cost of stock. . . . . . ;. . . . . . . . . 
Distribution in liquidation . . 
Dividend, when received. . . . . . . . . . . . . . . . . . . 
Funds in escrow, future corporation . 
Profit and loss adjustments prior years — instruc- 

tions Interstate Commerce Commission. . . . , . . 
GROSS INCOME DEI'INED: NOistRESIDENT 

ALIEN INDIVIDUAL. . 
Gross fncomc of nonresident alien individuals. . . . . . . . . . . . 

Interest on bonds nonresident foreign corporation 
payable in United States. . . . . . . . . . . . . . . . . . . . . . . 

Mail-order business. . . . . . , . . . . . . . . 
Profits from sales in United States. . . . . . . . . . . . 
Stock and bonds, domestic corporations. . . . . . . . . . . 

Income oj nonresident alien fndirMuofe not euhfect io 
toz. 

Interest obligations, foreign governments. . 
Interest tax free covenant bonds, r onresident do- 

mestic corporations. 
Obligations foreign government. . . . . . . . . . . . , . . 

Ifragee oja nonresident alien derived from sources uithin 
thc United States . . 

Seamen, in coastwise or foreign trade. . . . . . . . . . . . T. D. 2869 — adding art. 92a to Reg. 45. . . . 
Gross income of foreign corporations. . . . . . . . . . . . . . . . . . . 
Guarantor: Loss, sale of bonds. . . . . . . . . . . . . . . . . . . . . . . . 

213(a 
213(a 
213Ia 

213(a) 

413(a) 
213(a) 
213(a) 
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213(a) 
213(a) 
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Zi3I. *I 

213(aI 

213(a) 
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213(s) 
213(a) 
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213(a) 
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44 
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39 
89 
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31 
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31 
31 
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52 
52 
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62 
52 

52 

213(c) 
213(c) 
213(c) 
213(c) 

213(c) 
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213(c) 
213(c) 

213(c) 
213(c) 
213(c) 

233 
214(a) 4, 5, 6 

91 
91 
91 
91 

92 

92 
92 

92a 
92a 
92a 
550 
141 

213(c) 
213(c) 91 

12 

8 

19 

21 
1 
9 
1 

10 
1 
1 

25 

13 
I 
I 
1 

8 
12 

2 
30 

2 
21 

13 
23 
23 
9 

1 

18 
1 

13 

314 

495 

376 
21 

502 

520 
23 

338 
32 

3$0 
28 
38 

581 

416 
25 
33 
32 

331 
398 

141 
635 
140 
523 

417 
549 
54' 
340 

478 
16 

316 
316 

420 

75 
76 
76 
75 
n 
71 
$5 

$7 
60 
67 

20 
60 
67 
67 

190 
67 
67 
6$ 

68 
66 
67 
67 

211 
65 
79 
79 
80 
79 
80 

98 
98 

98 
213 
93 
98 

99 
iol 

101 
101 
101 
213 
125 

Hawaii: Teachers in, compensation of. . . . . . . . . . 
Homestead: Gain or loss, sale of. . . . . . . . . . . . . 
Horses: Winnings ol, at race track. . . . . . . . . . . . . . 

213(a) 
202(a) 

221 

31 
1561 
362 

1 
17 
2 

24 
470 
157 

65 
31 

184 

Illinois drsinaga district: Assessments — deduction. . . . . . . . . 
IMPOSITION OF TAX. . 

ef l location of nct fncomc to particular source. . . . . . . . . . . . . 
Government and other contracts. . . . . . . . . . . . . . . . , . 

Gom often on income from Government contracts 
ended Government contract. . . . . . . . . . . . . . . . . . 

Fiscal year corporation. . . . . . . . . . . . . . . . . . . . 
Net loss from other operations. . . . . . . . . . . . . . . . . 

Iifuctratfon — computation where net income derived from 
Government contract. . 

aration fiscal year ended 1918, income excess 
of$10, 000. 

inadmissible assets, percentage of. . . . . . . . . . . . . . . . . . . . . . . . . . 

214(a) 3 
301 
301 
301 

801(eI 1 
301(c 1 

301 

301 
326 

133 

715 
715 
714 
714 
714 
714 

719 

719 
852 

26 

24 
1 

28 

20 

561 

597 

557 
113 
620 

517 

112 
268 
269 
269 
f68 
13 

268 
268 
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326 
2!3 b) 

2!4(a) 3 
214(a'! 8 

223 
223 
'I 23 
223 
223 
223 
223 
"23 
223 
223 
223 
256 
256 
256 
256 
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256 
256 
256 

214(a) 3 

1309 
257 
257 

213(a) 
213(a) 
213(a) 
326(a) 
213(a) 
213(a) 
213(a) 

214 
233 

214(a) 4, 5, 5 
218 

215 
214(a) 11 

214 
213 
215 

233 
234(c) 10 

326 
326 

214(a) 8 

240(c) 
202(a) 

233 
234 

213(a) 
22( 
22( 

326(a) 3 
2!4(a) 2 

250(e) 
213 
213 

214, : ( 5 
203 
203 
203 
203 
203 
203 ) 

Income and excess profits tazes, reserve for. . . . . . . . . . . . . . . . Income of States. 
Income t:(x: 

(tsses(ed, Acts of 1913 and 1916 — deductibfifty. . . . . . . -- 
Deduction from invested capital. . . . . . . 

INDIVIDUAL RETURNS-- ~ . . . . . . . . . . . . . . . . . . . . . . . . . . 
Indi cidnal returns 

Alien Property Custodian. 
Bankrupt 
(. '!aim for refund — ezcess tax paid, tentative return 
Hi(spend and wife. salary of husband. . . . . . . . . . . . . . 

Return of lncomcof nonresfdcntaffen. . . . . . . . . . . . . . . . . . . 
l. lsim excess tax withheid 

Vcr 

ffica�ti�o 

oj returns 
American citizen in China. . . . . . 
T. D. 2951 amendinr. art. 405, Reg. 45. . . . . . . . . . . . . . 

! S FORMATION AT SOURCE. -. . . . . . . . . . . . . . . . . . . . . . 
0 wner ski p certificates for jorefgn f ferns. . . . . . . . . . . . . . . . . . 

l. se of Forms 1000 and 1001A. . . . . . . . . . . 
R(turn of in/armor(on as fo payments of Sfd)00. . . . . . . . . . . 

Apu!icobiiity sec. 316(, R. S. , amended by sec. 
1317, Act of 1918. 

Corporation failing to supply infcrmation — penal- 
ties. 

Return oj fr(formation as to paymenfs to nonresident 
aliens. 

Disclosure stock ownershfp — Form 1087 
F oriu 1099 — partnerships . 

Ifrbere no return of information reguired, . . . . . . , . . . . . . . 
Rent paid in crop shares. . . . . . . . . . . . . . . . . . . . . . . . . . 

Inlierltsiice taxes 
Inquiries: 

Policy of Bureau as to answering. . . . . . . . . . . . . . . . . . . 
In~ection of return 
Inspection of returns by stockholder. . . . . . . . . . . . . . . . . . . . . . 
Installments 

Corporation reporting profit, cash and installment sales. 
Procedure, change in method of reporting sales. . . . . . . 
Sales invested capital. . 
Sales on, "as deferred profit". . . . . . . . . . . . . . . . . . . . . . . . . 
Sales on secured by notes. . . . . . . . . . . . . . . . . . . . . . . . . . . 
Sales — @arcs of stock 

Insunmce: 
Creditor payu 4 premium, policy of debtor — deduction. . 
(s(terest or pro7its, installment, taxabilitv. . . . . . . . . . , . . 
Los in prior year 
Partnership, beneficiary 
Premiums, paid by partnership, aocident and health 

partners. 
Premiums paid on life, contributions. . . . . . . . . . . 
Premium paid on crop — deduction. . . . . . . . , . . . 
Proceeds of life — paid to partnership, taxability, . . . . . . 
Wife paymg premium, life of husband. . . . . . . . . . . . . 

Insurance companies: 
Income from dividends. 
Required addition to reserve funds of. . . . . . . . . . . . . . . . . 

Insurance on officers: Cash surrender value. . . . . . . . . . 
IntanMle property, depreciation of. . . . . . . . . . . . . . . 
Interest: 

Intercompany charges 
On claim — tazabiffty----------------------. -. --""" 
Over face value, installment payment insurance, tax- 

ation. 
Paid on premiums sale of stock, deductions for 
Received by banks loans to Liberty bond subscribers. . . 
Taz past due — persons abroad. . . . . . . 
Unearned~lux, invested capital. . . . . . . . . . . 

Interest; deductions allowed. . 
Interest on taz 
Interest upon State obligations. . . . . . . . . . . . . . . . . . . . . . . . . . 
Interest upon United States obligations. . . . . . . . . . . . . . . . . . 
inventor: Claim for war device 
IN VENTORIES. . . 

Inoentors by dealers in securities 
DeKitiou. 
Stocl- sold short 

Inccnfories at cost 
Discounts. 

131 
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401 
401 
401 
401 
401 
404 
404 
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406 
406 

10(8 
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10)1 

1071 

13 
20 

1 
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30 
21 
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31 

18 

327 
629 
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1076 
1076 
1074 
1074 
134 

5 
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263 
110 
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1091 
1093 

15 4. 

42 
42 

838 
42 
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42 

101 
541 
141 
321 

294 
251 
101 

2 
294 

I 
I 
8 
1 
I 
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23 

I 
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1$ 
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13 
24 
11 
5 
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35 
37 

313 
131 
36 

212 
542 

55 
92 

4S2 
270 

422 
f(66 
3( 7 
2, 0 
65 

549 
569 
846 
846 
163 

636 
1561 

616 
11 

541 
561 
31 

445 
445 
%8 
!2! 

1003 
"4 
77 

162 

1585 
1585 
1585 
1583 
1563 

1 
10 
I 
2 
3 
1 

291 

14 
558 

610 

20 514 

209 

294 
91 

111 
13S 
189 
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175 
189 
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189 
184 
189 
190 
ISQ 
261 
262 
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261 

261 
261 
261 
261 
113 

310 

75 
75 
73 

290 
75 
75 
76 

104 
211 
LQ 

SQ 

160 
151 
104 

82 
160 

213 
226 
207 
297 
133 

239 
37 

211 
214 
57 
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290 
109 
244 
83 
84 

131 
4, 
56 
56 
60 
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INVENTORIES — Continued. 
Valuation ojinventories. 

Average market price. . . . 
Base stool- method. . 
Basis average cost. 
Estimated inventories. . . . . . . . . . . . . . . . . . . . . . . . . . 
Farmers, valuation by. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 
Goods acquired pdor to Mar. I 1913 
Use of, in determining gain or fess sale of property. 

Inventory lass in (deductions allowed). . . . . . . . . . . . . . . . . . . 
INVIBSTAD CAPITAL . 4ff!listed corporations, stock of subsidiary acqufred for casA. 

Amendmeut par. F of T. D. 2662. . . . . . . . . . . . . . . . . 
Effect of ordinary dividend. . . 

Exchange of common for preferred stock — liquids- 
tion dividend. . . 

Effect of stock diiddend. . . . 
As invested capital 

Intangible property paid in. . 
Services and good will. . . . . . . . . . . . . . . . . 
Tangibles paid In for stock, limitation 

Mmning of inoested capitaL. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 
Bonds exchanged for stocl-. . . . . . . . . , . . . . . . . . . . . 
Compsny one State taking over corporation another 

State — real estate paid for with stock. . . . . . . . . . . . . 
Contract ss tangible property. . . . . . . . . . . . . . . . . . . . . 
Corporation changing name snd increasing stock 

which is exchanged for stock first corporation 
and another . 

Corporation raising certain sum for sale stock tak- 
ing over assets defunct corporation. . . . . , , . . . , . . . 

Interest funds of company used t, emporarily for 
construction purposes charged to capital account. 

Reasonable commissions or other forms of com- 
pensation paid by corporation for sale stock. . . . . . 

Shares stook distributed to employees for services . . 
«Stockholders'trusteesaccount' . . . . . . . . . . . . . . . . 
Taxes withheld ta be1ater paid to Government 

Method oj determining avattabtenetincome. . . . . . . . . . . . . 
Fairly accurate informal approximation monthly 

earnings . 
Federal income, war profits and excess profits taxes, 

when part of invested capital. . . . . . . . . . 
Percent!ge ojinadmissibte assets. . . . . . . . . . 

Porto Rico bonds. 
Surplus and undivided projits: A'mitation of additions to 

surptue account. . . . . . . . . . . . 
Amounts expended by predecessor corporation, 

development oiintsngibles. . . . . . . , . . . 
Salaries paid during prewar period, ad) ustmeut of . . 

Surplus and undivided profits; additions to surplus ac- 
count 

Amortization allowance — munitions manuiscl;urers 
tax act. 

Distilling corporation restoration t, o . surplus 
amounts previously ofter ged to obsolescence. . . . . . 

Sur ptue and unrti aided profits — ea!'ned surplus. . . . . . . . . 
Good will created to offset impaired capital. . . , . . . . 
Proffts reported installxoent sales basis propor- 

tionate parr each installment. . . . . . , . . . . . , . 
Stoclt of forefgn corporation, when admissible. . . . . . 
Unearned interest or discount uot reparted as tax- 

ablee 

income. . . . . . . . . 
Surplus and undivided pro~M — insurance on ojiicers. . . . . 

Cash surrender value based on premiums prior year. 
Cash saxrreuder value where policy Is terminated 

and paid. . 
Surplus aad undivided proxBte — patents. . . . . . . . . . . . . . 

Capital stock paid for, 20 per cent limitatiau In- 
tangibles. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

Surplus and undivided pl'oflte — reserve for tnconle {lruf 
ezc! se projiits taxes . 

Additional assessments, taxes, liability for what 
year. 

Meaning af" due aud pavsble". . . . . . . . . . . . . . . . . 
Reduction of invested capital as of date tax due. . . . 
T. D. 2931 — adding srt. 845(a) to Reg. 45. . . . . . . . . 
When taxes included in invested capital. . . . . . , . . 

Tangible prregerty paid in — mixture oj tang!7!Le and 
intangible property 

Capitalstock changed — 20 per ccntlixrdtation. 
Consolidated invested capital, corporadon acquir- 

ing stoci; of subsidisr!ea 
Tangible snd intangible property received fo. . 

stack and bonds. 
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326 

1582 
1582 
1582 
1582 
158? 
1582 
1582 
1582 
263 

867 
887 
858 

858 
859 
859 
851 
851 
351 
831 
831 

831 
831 

831 

831 
831 
831 
831 
857 

857 
852 

841 
841 

840 

840 

838 

838 
846 
846 

845 
845 
845 

835 
835 

835 

835 

6 
22 
16 

6 
5 
I 

269 
531 
457 
211 
268 
245 
10 

47 
55 
51 
47 
62 
59 
35 

155 
278 
301 

518 302 
300 

59$ 

23 
30 

24 577 

300 
302 
29 

297 
297 
298 
278 
283 

11 
24 

390 
578 

280 
283 

11 
13 
16 
9 

891 
431 
466 
350 

281 
283 
283 
2SS 
298 

13 

I 
I 

300 
298 
298 

206 
319 

292 
273 

15 452 291 

I 
1 

22 

1 

161 

121 

131 
538 

290 
288 
290 

290 
297 
297 

297 
292 

12 
12 
20 
23 
11 

411 
4il 
506 
653 

294 

296 
296 
138 
297 
296 

284 
286 

IB e67 284 

10 $65 27S 

11 389 2S2 

13 425 212 
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INVESTED CAPITAL — Continued. 
ganyfble property pattf fn: Value tn ezceee ef per zslue 

of stock. . . . . 
Adjustments for depretdstioa. . . . . . . . . . . . . . . . . . . . . 
IBondholders purchssiag foreclosure sale property 

covered by mortgage, forming new corporstia. . 
Stock exchanged, assets greater value . 
Valuation of assets where defective secou&Itag 

records. 
Value Jsa. I, 1914. 

Invested aapitsl snd aet income, apportionment of. . . 
Invested cspitslsnd netincome of predecessor partnership 

or individual. . . . . . . . . . . . . . . . . . 
Invested capital, terms relating to. . . . . . . . . . . , . . . . . . . . . 
Investment: Loss from. . . . . . . . . . . . , . . . . 
Items aot deductible (see Deductible, items aat). . . . . 

328 
326 
303 

330 
325 

214(s) 4, 5, 6 
216 

838 
838 

838 
S36 
741 

932 

141 

1 129 

8 
18 

440 
128 

218 

265 
263 

286 
268 

287 
238 
272 

307 
274 
124 
159 

Joint ownecship snd Joint adventure . . . . . . 

Kentucky: Corporation organization incomplete. . . . . . . . 
Knights of Columbus: Ooverniaent contract. . . . . . . . . 621 

1510 
2 

17 
168 
46S 

233 
12 

I iberty bonds, exemption after Dec. 31, 1918. . . . . . . . . . . . . 
Liberty bond exemption from surtax snd war prodts aad 

excess profits tax in, 1918. . 
Liberty bonds (see also "Victory notes"): 

As dividends. . . . . . . . . . . . . . . . . . . . . 
Bank~ubscribers default, "original subscriber". . . . . . 
Bonds bought for subscribers no default, howlfsted . . 
Computation of exempt interest. 
Cost of, sdmfssitde assets . . 
Coupons of, gift to institution — deductian. . . . . . . . . , . . . . 
Excess bonds purchased for subscribers, how listed. . . . 
Gift madeta institution i. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 
Interest disposed of by gift, coupons. . . . . . . . , . . . . . . . . . . . 
Interest from customers received by bsnk, . income. . . . . 
Interest, iudebtedacss to purchase Victory notes. . . . . . 
Partnership as original subscriber. . . . . . . . . . . . . . . 

"Like organizat, ions:" hfeaniag af. . . 
Limitation: 

itive-year. . . . . . . . . . . . . . . . . . . . . 
Three-year Revenue Act 1916 . . . . . . . . . 

LIMITATION OF TAX 
Short form, computation of. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

How construed. . . . . . . . . . . . . . . 
I. imited partnership ss ccrporation. . . . . . . . . . . . . . . . . . . . . 
Limited partnership as partnership. . . . . . . . . . . . . . . . . . . . . . 
Liquidation, distribution in. 

Q sins. 
Liquor dealers: Excise taxes — deductibiiity. . . 
Living expenses: 

Aiaount received from Red Cross over. . . . . . . . . . . . . . 
Loss, oampensstion for. 
Loss in iaveatorv. 
Loss of useful value. . 
Losses: Deductions allowed. . 
Losses in inventory snd from rebstes . . 
Losses, net. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 
Luxnmhurg: SubJeats af, personal exemption. . . . . . . . . . . . . 

213(b) 

213(b) 

201 
213(b) 

233 
213IbI 

214(a) 11 
233 
213 
213 

214($) 2 
213(b) 

( 
231 

250 
1400 
302 
302 
302 

I 
. 201 
230 

214(s) 3 

"3(-'I 
214(a) 12 

214(a) 4, 5, 6 

214(s) 12 
204 
216 

80 

1544 
80 

541 
80 
80 

251 
541 
77 
77 
77 

121 
79 

521 
521 

1008 

731 
781 

1606 
1505 
1548 
503 
647 
132 

31 
49 50 

583 
143 
141 
261 

1601 
307 

17 
6 
8 
I 
I 
8 
8 
8 
8 
8 
I 

II 
I 
I 

469 
271 
381 

40 
40 

181 
331 
181 
181 
331 
57 

373 
83 
82 

116 

11 386 
12 496 

4 218 

28 
88 

211 
69 
69 
64 

211 
84 
84 

211 
111 

84 
203 
205 

249 
252 
272 
272 
272 

9 
6 

31 
209 
213 
112 

G6 
76, 77 

155 
125 
117 
152 

58 
163 

Machinery: Erected after Apr. 6, 1917, sugar manufacture- 
amortizstion. 

hiail-orrler busiaass: Iacome, Torefgn corporstioa. . . . . . . . . . . 
hiaaulsctured property: Basis gain or loss sold in 1918 . . . . 
hier. I, 1913: 

Inventory, goods acquired prier to. . . . . . . . . . . . . . . . . . . . 
Value on stow determined. . . . . . . . . . . . . . . . . . . . . . 

hiarl'et ass oclstloni Exemption af. . . . . . . . . . . . . . . . . . . . . . . 
hlarket value: Oain or loss, mauiifsctured property. . . . . . . 
Marriage aywvnent: Amounts paid under. . . . . . 
11srylsnd public service corporation: Notice of change ac- 

counting period, 1918. . . . . 
hlineral deposits, surtax on sale ol. . . . . . . . . , . . . . . . 

234 
. 233 

202(s) 

202(a} 
231(11) 
202(a) 
215(a) 

212(b) 
211(b) 3 

561 
550 

1561 

1582 
15GI 
522 

1561 
291 

25 
13 

16 
23 
1 

6 
I 
I 
I 

20 

2 

464 
549 

10 

245 
12 
84 
10 

507 

146 

221 
213 

32 

35 
37 

207 
32 

159 

62 
57 
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hiinisters: 
Income, wives, of foreign. . . . 
Taxation members of family . . . . . . . . . . . . . . . . . . . . . . . 

Minnesota: Fire relief certificates. . . . . . . . . . . . . . . . . . . . , . . . . . 
Mississippi: Limited partnership of. . . . . . 
Municipality: Property willed to, in trust for chsrity- 

tsxability. 
Munitions nmnufscturers tax lsw: Effect invested capital, 

deduction for amortization. . 
hf usicsl organizations: Charitable contributions. . . . . . . . . . . 
Mutuaq health snd accident associations: E'xemption. . . . . 

utusl insurance company snd like organizations . . -. . . . . . 
N. 

218(b) 
217 
213 

1 

213(b) 

326 
214(a) 11 

231 
231 

83 
312 

74 
1505 

84 

840 
251 
521 
521 

6 
9 
1 

20 

248 
343 

42 
601 

90 
164 
83 
8 

15 

1 

452 
546 
87 

291 
147 
206 
203 

14 433 91 

l stional Dry Federation: Contributions to — deductibility 
Favsl sttach6: Money received by, for entertainment. . . . . 
Navigation assoeiatlon: Exemption. . . . . . . . . . 
NET INCOhiE (WAR I'ROFITS AND EXCESS 

PROFITS) . ¹t income 
Excess-profits tsx, dividends foreign corporation, 

1917 act. . 
Value appreciation prewar income. . . . . . . . . . . . . . . 

Fet income and invested capital of predecessor partnership 
or individual 

Net income, computation of . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 
Net income, defined (corporations) . 
NET INCOME, DEFINED (INDIVIDUALS). . . . . . . . . 

Accounting period. . . 
Return 1918, Maryland public-service corporation. . 

Bases of computation. 
Art. 23 Reg. 45 modified — T. D. 2873. . . . . . . . . . . . . 
Bank discounts — earned or accrued. . . . , . . . . . . . . . . . 
Basis cost not ascertained accurately — farmers and 

stockmen. 
Change in accounting methods. . . . . . . . . . . . . . . . . . . . 
Method of accounting refiecting income. . . . . . . . . . . . 
Separate accounting periods — parts of business. . . . . 
Short sales, borrowe&l stock. . . . . . . . . . . 
Taxpayer having estimated inventory — apportion- 

ment of earnings . . 
Changes in aceewattng period. . . . . . . . . . . . . . . . . . . . . . . . . . . 

Meaning of "Due date". . . 
Notice of, fiscal year 1918. . . . . . . . . . . . . . . , . . . . . . . . . 
When taxpayer not permitted to change return 

year. 
Computation of net income. . 

Profit, and loss adjustments — railroads. . . . . . . . . . . . . 
Fet income, method of determining available. . . . . . . . . . . 
New York: 

Contributions to cemetery corporation of. . . . . . . . . . . . . 
Inheritance taxes. 

F onresident aliens: 
Disclosure on Form 1087. 
Duty to withhold from. 
Proof by, similar credit requirement incoiue-tax lsw. . . 
Recipient of income, officer or employee of State . . . . . . 
Return where excess tax withheld. . . . . . . . . . . . . . , . . . . . . 
Returns of information — bank deposits of 31, 000~~hen 

psrtnerships. 
Serving in Army, one year — residence. . . . . . . . . . . . . . . . . 
Taxation of, when becoming citizen or resident during 

taxable year . . 
NONRESIDENT ALIENS: ALLOWANCE OF DE. 

DUCTIONS A. ND CREDITS. . . . . . . . . . . . . . . . . . . . . . . . . . 
Alien seamen — when to he regarded as residents. . . . . . . . . . 

"Foreign trade, " definftion of. . . . . . . . . . . . . . . . . . . . 
Bow to deternnne when alien seaman is resident. . . 

Duty of employer to determine status of aHen employee. . . 
Employment of alien by corporation for three 

months — refund. . . 
Execution, Form 1078. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 
Form 1078 — refunds. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 
Psy rolls, evidence of residence, when. . . . . . . . . . . . . 
Personal exemption claim. . . . . . . . . . . . . . . . . . . . . . . . . 
Refund of tax withheld . . . . . . . . . . . . . . . . . . . . . . . . . . 

fVho is a vumrestdent alien tndtmrduatc. i. . . . . . . . . . . . . . . . . 
Families of ambassadors snd ministers 
Presumption as to residence. . . . . . . . . . . . . . . . . . . . . . . 

Nonresident alien individual entitled to personal exemp- 
tion, when. 

214(a) 11 
213(b) 

231(12) 

320 
320 

320 
320 

330 
212(b) 

212 
212(bI 

212 
212 
212 

212 
212 
212 
212 
212 

212 

212(b) 
212(b) 
212(b') 

326 

214(a) 11 
214(a) 3 

256 
221(s) 

216 
213(b) 

223 

256 
217 

216 

217 
217 
217 
217 
217 

217 
217 
217 
217 
217 
217 
217 
217 
217 

216 

251 
71 

518 

801 

801 
801 

932 
22 

531 

25 
25 
23 
23 
23 

23 

23 
23 
23 

23 
26 
26 
26 

26 
22 
22 

857 

251 
134 

1076 
361 
307 
85 

404 

1076 
312 

312(s) 
312(aI 
312(a 

315 

315 
315 
315 
315 
315 
315 
312 
312 
312 

307 

81 
48 
86 

2 146 

6 
8 
8 

23 
24 

10 
1 

11 

268 
312 
312 
541 
558 

211 

18 

11 
24 

5 
7 

15 
19 
2 

879 
562 

263 
298 
446 
497 
158 

110 
175 

26 
8 

691 
324 

15 
1 
3 
3 
7 

9 
9 

447 
68 

196 
195 
298 
569 

343 
342 

~ 0 

8 312 
8 312 

150 
81 

202 

273 
273 

20 
273 

307 
5S 

208 
58 
62 
62 
58 
58 
5S 

59 
58 
58 
62 
60 

62 
63 
65 
64 

63 
68 
58 

i98 

151 
113 

261 
182 
162 
96 

184 

261 
163 

163 
164 
164 
164 
165 

165 
165 
165— 
165 
182 
165 
163 
164 
164 

160 
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Nonresident alien individual; gross income defined. . . Notes: 
Compromise — bad debts. 
When not equivalent of cash . 

Notice and demand of payment. . 
O. 

Officers of foreign governments: Exemption froin tax. . . . 
Oflicers or employees: Dfsclosfng information in returns . . Orchard: Depremation, productive stage reached. . . . . . . . . . 
Oregon: Tax on bank stock 
Ownership certificates: 

Bank purchasings abroad coupons of bonds, domestic 
corporations 

Certlfied copies. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 
Ownership certificates for foreign items. . . . . . 
Ownership certificates for interest coupons. . . . . . . . . . . . . . . . . 

213(c) 

214(a) 7 

213(b) 
257 

214(s) 8 
234(a) 3 

221(s) 
257 
256 
221 

151 
44 

1007 

83 
1094 
162 
566 

361 
1091 
1078 
364 

29 
15 
1 
1 

11 
17 

664 
314 

624 
451 
52 
99 

385 
473 

08 

126 
76 

249 

91 
265 
130 
226 

183 
262 
262 
185 

P. 
Partnership: 

Associated corporations. 
Becoming corporation, consolidated return. . . . . . . . . . . 
Benefits ss "original subscriber "— Liberty bonds. . . . . 
Claim, inventory loss. . . . . . . . . . . . . . . . 
Co-locators of mining claims ss association. . . . . . . . . . . . . 
Compensation partner in military service. . . . . . . . . . . . . . 
Distinguished from association. . . . . . . 
Distribution in securities, profits in investment account. 
Excess profits tax paid by, whether applicable as 

credit individual tsx 
Gain or loss on sale — securities distributed. . . . . . . . . . . . . 
In defcvdt excess profits tsx law — penalty. . . . . . 
Net income of, reorganized corporation, prewar. . . . . . . 
Net income of, moro than 20 per cent invested capital, 

election as to taxation. . . . . . . . . . . . . . . . . . . . . . . . 
Pooling of stock — corporations. . . . . . . . . . . . . . . . . . . . . 
Proceeds life insurance, paid to. . . . . . . . . . . . . . . . . . . . . . . . 
Proportionate share contributions, deductibility- 

charitable organizations. . . . „. . . . . . . . . . . . . . . . . . . . . 
Shrinkage inventory values. . . . . . . . . . . . . . . , . . . . . . . . . 

PARTNERSHIPS AND PERSONAL SERVICE COR- 
PORATIONS. . . 

Distributive shares o/ stockholders in personal service 
corporations. . 

Profits, returned previous years. . . . . . . . . . . , . . . . 
Distributive shares of partners. . . . . . . . . . . . . . . . . , . . . . . . . . 

Accounting penod — differing from that of indi- 
vidual partners. 

Assignment futiue profits. . . . . . . . . . . . . . . . . . . . . . . . 
Associated psrtnerships. . . . . . . . . . . . . . . . . . . . . . . . . 
Distribution in kind, how returned. . . . . . . . . . . . , . . . 
Division among partners, income from particular 

source. 
Partner turning over to partnership compensation 

military service. . . . . . . . . . . . . . . . . . . . . 
Returns for more than 12 months . . . . . . . . . . . . . . . . 
Securities less than cost. . . . . . . . . . . . . . . . . . . . . . . . . 

Partnerehipe. . 
Beneficiary, life insurance policy. . . . , , . . . 
Poreign partnerships, income frora United States. 
Loss in inventory, claim in abatement. . . . . . . . . . . . 

PARTNERSHIP RETURNS. . . . . . . . . . . . . . . . . . . . . . . . . . . . 
Partnership returns. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

Partner dying during taxable year. . . 
Patent: 

Income from, personal service corporation. . . . . . . . . . . . . 
Stock issued in payment of 20 per cent limitation. . . . . . 

Patent infringement: 
Award in suit, when to be repor ted. . . . - - - - - . - -. . . . . . . . 
Deductibllity award master, report one year, con- 

firmed next . 
Payment: 

Dividends, first 60 days of 1918. . . . . . . . . . . . . . . . . 
In securities worth less than face value. . . . . . . . 
Installments without interest, persons residing or 

traveling abroad. . . . 
Persons abroad taldng advantage of extension of 

time — interest. . . . 
Relation to — when dividends taxable 
Stock dividend after first 60 days of year. . . . . . . „, , 

1 
240 

213(b) 
214(a) 12 

1 
213(b) 

1 
202 

335(c) 
202 
253 
330 

330 
230 
202 

214(a) 11 
214(s) 12 

218 
218 
218 

218 
i218 
218 
218 

218 
218 
218 
218 
218 
218 
218 
224 
224 
224 

213(a) 

201(eI 

227 

227 
3)1(e) 

201(c)(d)(e) 

1507 
632 

79 
258 

1502 
86 

1502 
1570 

1570 
1041 
933 

933 
503 

1570 

251 
261 

330 
330 
322 

322 
322 
322 
322 

322 

322 
322 
322 
321 
321 
321 
321 

411 
411 

1523 
843 

31 

1542 
1561 

445 
l541 
1545 

2 
6 

11 
11 
13 
8 

13 
10 

7 
10 
13 

1 

ll 
4 

10 

8 
17 

20 
8 
3 

3 
3 

10 

6 
25 
11 

12 

12 
1 

130 
286 
373 
380 
414 
182 
414 
354 

310 
354 
430 
138 

393 
227 
354 

322 
471 

222 

536 
505 
325 
197 

221 

182 
197 
354 

270 
585 
380 

403 

135 
208 

395 
11 

199 

160 
140 

7 

0 
307 

84 
159 

97 
5 

46 

300 
46 

250 
308 

308 
193 
46 

151 
155 

166 

174 
174 
168 

171 
80 

174 
168 

174 

97 
168 

46 
166 
82 

168 
159 
190 
190 
190 

13 
292 

67 

207 

26 
37 

191 

192 
70 
3l 
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. PAYMENT OF TAX AT SOURCE . . . . . . . . . . ~ ~ ~ ~ 
' 

2gxemptfcn from wtthhcldfng. . . . . . . . . . . . . . . . "---"--"- 
Emplcyees refusing to sign. old Form 1078, signing 

new. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 
Record of Form 1078. . 
Refund of tax. 

Ftzetf or tfetermtnobfe annual or perfodfc inccme . . . . . . . - 
Winnings horses st race track. . . . . . . . . . . . . . . . . . . . 

Form cf certificate where no- wfthfw Nng reguhed. . . . . . . . . 
Interest on bonds of domestic corporations. . . . . . . . . 

Form of certificat nthere wfthholtffng reguired. . . . . . . . . . . . 
Personal service corporstions. . . . . . . . . . . . . . . . . -" 
When Form 1000 should be used by monresident. . . 

Ownership cerfifuntee for interest coupons. . . . . . . . . . . . . ~ ~ 

Ccrtified copies. 
Old form certificstes. . 
War Finance Corporstion . . . . . . . : . . . . . . . . . --". 

Perecnc'iezemptic'c cf ncnreefdent olfens. . - ~ ~ ~ ~ ~ ~ ~ ~ 

On tax-free covenant bond interest. . . . . . . . . . . . . . . . 
Zefecee of excess tax withheld. t. . . . . . . . . . . -. -. - -. . . " -" 

Alien filing Form 1078 or its equivalent. . . . . 
Iteturn of tax withheld . . 

Nonresident seamen who cau not be located, wages. 
Withholding in f 918. . . 

By coiporation, . 'income nonresident foreign cor- i 

porction . 
Withholding tcz at source. 

Bank collecting interest on foreign securities— 
identity of items. . 

Banlr purchasing abroad. coupons bonds of domes- 
tic corporations-ownership certificates. . . . . . . . . 

Debtor corporation appointing withholding agent . . 
Debtor corporation Tailing to withhold, tax-free 

bonds. 
Interest upon bonds, rates applicable — refund. . . . . 
Leased mine — independent contractor. . . . . . . . . . . . . 
Scrip — bond interest rates. . . . . . . . . . . . . . . . . . . . . . . . 
Wages, occasional coastwise voyage . . . 

Wfthhcfdtng in case of nonresident jcrefgn corporations. . 
Amount paid 'to, compensat'ion fcr orders for 

export. . . 
Credits to foreign subsfdisry. . . . . . . . . . . . . . . . . . . . . 
Foreign bank branch iu United States. . . . . . . . . . . 
Payment by American corporation to, for royalties. 
Withholding on sale bank acceptances foreigu 

corporations. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 
FAYbfKNT OF TAXIeB. . 

fhttfecticn cf taz by suit, . . . . . . . . . . . . . 
Corporation dissolving, not retaining unpaid tax. . 
Five-year limitation, wheh spp!icable. . . . . . . . . , . . . 
Further taxes due for 1918 snd other years prior to 

1918 — waivers. . . 
ipeclaraticn cf termination of taxable period 

Alien desiring to depart from United States. . . . . . . 
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ations. . 
Tax on corporations. 
Tsx, payment at source (corporation) . . . . . . . . . . . . . . . . . . . . . 
Tax, payment at source (individuals). . . . . . . . . . . . . . . . 
Tax payment, receipt for. 
Taxsale State: Profitsfrom ourchaseat. . . . . . . . . . . . . . . . . 
TAX W4EN PARTLY PERSONAL SERVICE BUSI- 

NESS. 
A pportfonraent of invested capital and net interne. . . . . . . . 

Corporation doing commission and brokerage 
business . 

Partly personal service corporation. . . . . . . . . . . . 
"Taxable year, " "Withholding agent, " and "Paid"— 

definitions. . . . . . . . . . . . . . . . . . . . . . . . . . 

326 

326 

328 
221 
301 

250(e) 
302 

221(a) 
221 

213(c) 
230 
237 
221 
251 
213 

303 
303 

836 

372 

1003 

361 
363(a) 

92 

1021 
74 

741 

741 
741 

1533 

1 
19 

18 

12 
1 

76 
498 

4?8 

611 

410 
114 

305 
188 
268 
244 
272 

182 
184 

100 
193 
230 
182 
255 

83 

272 
272 



I& DEX 38G 

Section 
Arti- 
cle. 

Bulle- 
tin No No 

Taxes: 
Affiliated, foreign and domestic corporaticas. . . . . . . . 
Amoaat withheld — in~ected capital . . . . . 
Assessmeats, additioasl — effect oa mvested capital. . . . 
Bases of corn putstiaa. 
Credit for (corporations) . 
Credit for (individuals) . 
Deductians allowed 
Determinstiaa of fhst insta)iment in s pechd eases. . . . . 
Inheritance. 
Local benefits. 
Paid by corparation, canstructioa of plant. . . . . . . . . . . 
Prewar period, effect an invested capital. . . . 
1Vhen iavested capital. 

Teachers: 
Compensation of, in Hawaii 
Taxability salaries frmn State. . . . . . . . . . . 

Telephone corn paniesl 
Invested atpitsl of, how cmnputed. 
Net income of, operated by Government. . . . . . . . . . . 
Taken over by Government, compensation, how 

retmnable. . 
1918 return of. 

"Templnarv guerustions": Inveatcry loss. . . . . . . . . . . . . . . 
Teruliaation of rCC3ble period. declaratioa of . . 
TERMS RELATING TO INVESTED CAPITAL 

A drnfsrfbfc srrrre. 
Converaan, certificate of indebtedne=s into Victory 

loan no&~. 
Bonosnd copffai — c lncuafr frff fn btei new. . . . . . . . . . . . . . 

Voluntarv M l::neat 
Borroroed copffoi — rccurfffce 

Preferred stock ae inve»ucd capil . 
Inodrnfanbfc seecfr. 

Corparate or smocisrion fuads, invested band» of 
Wsr Finance Corpon~on. 

Federal reserve bank stock held by member bank. 
Stock of foreign corporation . . . . . . . . 

Sectian 3923(b) — Compatstion invested capital, no par 
l ada~ »'n "I 

Theater: Exemptiaa . 
Timber: 

Depletion sustained prier to Mar. 1, 1913. . . . . . . . . . . . . . ' 
Determination of fair market value . . 
Determination, quantity. 

TihfE AND PLACE FOR FILING RETT RN . . . . . . . . . 
Ezfrnrion of finre br eoffrcfor 

T. D. 2935, modifying art. 443, Reg. 45. . . . . . . . . . . . . 
Xzfeneion of lime in ccrc of persons obr9 of. . . 

Ameadment of srt. 445, Reg. 45, installment of tsx 
t due. . . . . . 

ether iat ere st coHectfble. . . . . . . . . . . 
Time for payment of tax. 
Transfer: Property, member famBy or person in condden- 

tisl relation. 
Travelers'association: When not exempt. . . . . . . . . . . . . . . . . . 
Traveling expenses. 
Treatment of excessive compensation. 
True income: Relation to books of account — bases of com- 

putstfon — T. D. 2873. 
Trust: Fiduciary and bene0cfarv . . 
Trustcompaay: Tsx on stock, deduction. 
Trustee in bankruptcy: Return, baa'supt estate. . . . . . . . 
Trustees: 

Compensation, taxability. 
Incame, sais nuae, oi:, and gss wells. . . 
income property willed to municipaBty for charity 

Tracts snd estates. 

240(c) 

326 
212 
238 
922 

214(al 3 
3 xc 

214(a I 3 
"14(a' 3 
214l s 2 

3'6 
326 

213(a) 
213(b) 

233 
233 

214(s) 12 

325 
325 

3295 

325 

39~ 
329 

325(a) 

325(c) 
323;o) 
325 el 

326 
231(12) 

214(s) 10 
214(s) 10 
214(s) 10 

227 
227 
227 
227 

227 
227 

250(a) 

213 
231 
215 
214 

212 
n5 

234(s) 3 
225 

213!s) 
211(b) 
213(b) 

219 

11 
9 

12 

388 
350 
411 

131 
912 
134 
133 
121 
845 
857 

31 

541 
541 
263 

1013 

C 

813 j. . . 

1 
Il 

1 

15 
15 

12 
15 
12 

50 
399 
124 

24 
214 

449 
449 

132 

23 
812 '. . . . . . . 

27 
815 '. . . . . . 
815 
313, 
815 

c31 
511 

228 I 

1 
1 

24 

11 
7 

1) 
18 i 

18 

116 
118 
576 

73' 7 
521 1 292t---- 
106 I 

23' 8 
421 ~ 10 

421 ' 7 

32' 3 
13 9 
84 14 

312 
350 
99 

297 

17$ l 

337 
' 

433 

443 I. . . . . . . . . . . . . . 
443 

j 
24 

~ 

ol0 
-i45 

31 199 
445 ' 2 ' 160 

1001 '. . . . . . . . . . . . . . I 

937 

18$ 
111 
305 
113 
112 
109 
296 
300 

912 
212 
155 
252 
274 
278 

278 
275 
275 
274 
274 
276 

276 
27$ 
278 

144 
144 
144 
191 
191 
191 
191 

191 
192 
239 

c3 
906 
IN 
107 

58 
190 
226 
179 

68 
58 
91 

1, 5 

United States bands, deposit as occur itv. . . . . 
United States possessions, citizens of . . . 
United States obligations, interest upon. . . . . . . . . . . . . . . . 

V. 
Valualion: 

Assets upon change of ownership . . . . . . . . . 
Assets upas reorganimtian 
Inventories. 

Value: 
Jan. 1, 1914 tangible property — invested capital 
afar. 1, 191k, how determined. . . . . . 

Veriglestion of returns. 

13% 
260 
213 

331 
331 
203 

326 
202(a) 

77 

1582 

336, 
1561, I 
405 

~ » ~ ~ 

19 

310 
267 
84 



336 INDEX. 

Section. Arti- 
cle, 

Bulle- 
tin No. 

Ruling 
No. 

Victory Liberty loans: Deductfbfffty interest, indebted- 
ness incurred to purchase notes of. . . . . . . . . . . . . . . . . . ~ -. - 

Victory notes (see also "I. ibertv bonds "): 
Conversion notes. 
Interest, indebtednessincurredtopurchase deduction. 
Surplus accumulated, invested in . . . . . . . . . . . . . . . - ----- 

Vineysrds: 
After prohibition legislation — depreciation and obso- 

lescence . 
I3 eductfbf1fty — loss of useful value. . . . . . . . . . . . . . . . . . . . 

Virgin Islands: 
Departurefor. . 
Income citizens of — taxable. . . . . . . . . . . . . . . . . . . 

Virginfs Debt Commission: Compensation from State. . . . 
W. 

Wages: 
Nonresident alien, from within United States. . . . . . . . 
On vessels making occasional coastwise voyages. . . . . . 

Wsis er: Taxes. 
War I" inan'ce Corporation: 

Exeruption interest on bonds. . . . . . , . . . . . . . - - - - - - - -- 
Funds of corporations snd associations invested 

in — inadmissibleassets. . . . . . . . . . . . . . . -. . --"--""-- 
WAR PROFITS CREDIT. 

(Var 73ropte credit. 
Prewar accounting period different from taxal le 

year. 
Salaries, prewar period. . 

Warrants: Noninterest bearing, subdivision of State. . . . . . . 
War savings stamps: 

Credit for interest on. . . . 
Sale of, at appreciated value. . . . . . . . . . . . . . . . 

When the wages of the nonresident alien are tlerived from 
sources within United States. . . 

Withholding tax at source . P . ~ 

Witness: I'or State, fees, income. . . . . . . . . . . . . . . . . . . . . ' . . . . 
Words and phrases: 

"Aggregate psr value". 
"Date of tax return" 
"Due date" 
"Due snd payable" 
"First 60 days of anv taxable year". . . . . . . . . "I, ike organization" " Private" 
"Purely local character" 
"State". . . . . . . . . 
"State otltcers ""Employees of the Slate" . . . . . , . . 
"Temporary fluctuations". . . . . . . . . . . . . . . . . . . . . . . . . . . . 

214(s) 2 

213(b) 
214(a) 2 

220 

214(s) 8 
214(s) 4 

260 
213(b) 

213(c) 
213(c) 

250 . 

213 ~ 

325(a) 
311 
311 

311 
311 

213(a) 

213($) 
213(a), 

213(c) 
i 221, 237 

213(a) 

202 
213(b) 
212(b) 

326 
201 
231 
231 
231 

213(a) 
213(b) 

214(s) 12 

80 
121 
351 

161 
143 

1013 
1121 

85 

92(sI 

1008 

77 

815 

781 
781 
31 

31 
31 

92(a) 

31 

1567 
79 
26 

845 
1542 
521 
517 
521 
31 
85 

263 

6 
1 

5 
8 

13 

10 
11 
10 
12 

1 
1 
8 
1 
1 

16 
12 

116 

264 
319 
416 

338 

353 
376 
355 
411 

8 
82 

329 
82 
32 

459 

150 

S7 
111 
181 

127 
123 

253 
267 

96 

101 
183 
252 

276 
272 
272 

272 
2(. & 

68 

67 
67 

101 
182, 230 

67 

46 
85 
65 

296 
27 

20 3 
199 
205 
67 
96 

155 
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